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TERMINOLOGY

The following words and phrases have acquired a
special meaning in the oil industry and are mentioned
quite often in this study:

The Oil Exporting Countries--Those nations which are the
major producers and exporters of crude oil.
The Majors—The largest international oil companies in
the Middle East.
These are:
Standard Oil of New Jersey,
Royal Dutch/Shell, Texaco, Standard Oil of California,
British Fetroleum (BP), Gulf, and Mobile.
Upstream Qperations--5xploration,
of oil.

drilling, and extraction

Downstream Operations--Transportation, refining, and
marketing of final oil products.
The Vertical Integration Structure--This is a type of
organizational structure that emcompasses all the acti¬
vities of the oil industry from exploration for oil to
the distribution of final products.
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Abstract

This thesis adresses itself to describing, within
an analytical framework,

the changes in the traditional

relations between the oil exporting countries and the
giant international oil companies.

More specifically,

it identifies the areas in which changes have already
occurred,

the circumstances behind these changes,

and

their impact both on the future of the international
oil industry and on the international economic relations
between the oil exporting and oil importing countries.
The broad conclusion drawn from this study is that
the developing countries with immense natural resources
will assume a greater share in the management of their
own natural resources.

Consequently,

the traditional

foreign direct investment in developing countries will
alter and pave the way for a new institutional framework.
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VIII
INTRODUCTION AND PLAN OF THE THESIS

Energy plays a major role in maintaining and
advancing economic growth throughout the world.

In

fact, modern civilization owes a considerable debt to
the primary sources of energy.
of energy,

Crude oil, as a source

is playing an increasingly important role in

providing the highly developed countries in particular
and the rest of the World's countries in general with
a prime source of energy and raw materials for their
rapidly growing petrochemical industry.

It is hard to

find an aspect in the highly developed countries'

econo¬

mies that has not been untouched directly or indirectly
by the utilization of crude oil.
The international oil industry has recently under¬
gone fundamental changes.

These changes are of consi¬

derable importance because they have a significant impact
on the industry in general as well as on the traditional
relations between the international oil companies and
the oil exporting countries in particular.

As a result

of these changes, the industry has entered into a new
era.

In addition,

oil has become a ticklish, prime

international issue fraught with complex conflicts of
national policies and aspirations.
The primary objective of this thesis is to identify
these changes,

their extent, and implications for the

concerned parties.

Also,

it aims at identifying the

forces which have been active in altering the environment
of the industry.

The thesis consists of five chapters.

Chapter I

addresses itself to the discussion of oil in the perspec¬
tive of energy.

The objective is to identify the present

contribution of the major sources of energy and to high¬
light the significant contribution of crude oil to the
world's energy base.

Further,

this chapter will deal

briefly with the competition among the various energy
sources for shares in the energy markets.
Chapter II, presents the active forces in the
environment of the international oil industry.
chapter is divided into three sections:

This

Section one,

which deals with the oil exporting countries; their his¬
torical, political and economical settings,
of bargaining power, and briefly,

their sources

the Organization of

Petroleum Exporting Countries’ contributions;

Section

two deals with the large international oil companies;
their historical background in the Middle East region,
their structure, their sources of bargaining power, and
the decline of their power over the industry;
three,

however,

Section

deals with the major oil importing coun¬

tries in Western Europe and the U.

S.

The reason for

confining the discussion to these countries is that these
countries,

by and large, are the major potential market-

outlets for crude oil and they can, by their actions,
have a significant impact on the international oil
industry.

This section further points out the impor¬

tance of oil for their economic well-being,

the impact

of oil importation,

their relations with the international

oil companies, and their attitudes toward the oil
exporting countries as expressed by their energy policies.
Chapter III,

too,

outlines the major forces of

change and their role in advancing changes in the inter¬
national oil industry structure.
into three sections:

The chapter is divided

Section one,

is devoted to the

political forces and their impact on the industry; Section
two deals with the economic forces that help to provide
financial resources to strengthen the oil exporting coun¬
tries' bargaining stand and it also mentions the impact
of the emergence and growth of the Soviet Union's influ¬
ence in international oil affairs,

and finally,

it

addresses itself to the most discussed question these
days in the oil exporting countries:

the threat of

nationalization; and Section three is devoted to the
growing role of the independent oil companies and their
impact on the industry structure.
Chapter IV addresses itself to the areas in which
changes have already occurred.
into three sections:

This chapter is divided

Section one deals with the impact

of forces of change in the traditional oil relations.
Since these relations are defined by the oil concession,
the oil concession becomes the subject of my investiga¬
tion;

Section two,

on the other hand,

is concerned with

the changes in demand and supply aspects;

Section three

deals with the changes in pricing systems which have been

experienced by the industry.
Finally, Chapter V is devoted to the discussion
of the importance of reconciling differences in an
effort to solve arising conflicts and prevent them from
taking destructive courses likely to jeopardize the
interest of the concerned parties.
divided into two sections:

This chapter is

Section one,

deals with

the nature of the conflicts in the oil industry, the
areas of conflict, and the need for reconciling dif¬
ferences before it is too late, while Section two
addresses itself to the discussion of the major trends
that are likely to emerge and their significance in
relation to the international oil industry.

CHAPTER I
OIL IN THE PERSPECTIVE OF ENERGY

Energy plays a vital role in the economic well-being
of people throughout the world.

In fact, the prime sources

of energy play an obviously necessary and strategic role
in prompting and sustaining economic progress.
undoubtedly few,

There are

if any, aspects of the political,

econo¬

mical, and social life that are untouched directly or
indirectly by the utilization of energy sources.
The incentive for economic and social, as well as
%
political progress in the world is requiring more and
more utilization of energy sources to enhance and maintain
the movement of economic growth throughout the world.
Industrialization and the improvement of the standard of
living have become the major objectives of many countries.
Historically,

the drive for industrialization first origi¬

nated in Western Europe and then quickly spread to most
parts of the world where through optimum efficient utili¬
zation of energy sources some countries were q.ble to
achieve economic dominance in the world.
For ages,

energy has been extracted from many sources

that are non-commercial such as firewood, vegetable waste,
and dung.

In the early industrialization era,

the prime source of energy in Western Europe.

coal was
Other

sources of energy at that time either were unknown or
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contributed minimally to the energy markets.

However,

with the discovery and exploitation of crude oil in the
U. S. a new era began in the history of energy source
exploitation.

Oil gradually started to dominate the

largest share of energy markets in most developed countries.
Furthermore, the technological innovations that have
taken place--notably the invention of the internal com¬
bustion engine--paved the way for large utilization of
crude oil.
The technological development that accompanied the
expansion in oil consumption and the comparative advantages
of oil have shifted the balance of energy consumption
patterns in many countries.

Generally speaking, coal,

for examole, was the primary source of energy in Western
Europe and the U. S.

Its share of the total energy con¬

sumption was the largest but the expansion in crude oil
exploitation changed the energy-mixture consumption pat¬
terns.

As a result of that,

the coal industry retreated

from its traditional position to oil.

However,

the con¬

version to oil, which occurred at different times and
rates, reflected as well as facilitated significant
changes which were taking place in western European indus¬
trial life and economic activities in general.

In addition,

it has given rise to economic interdependence between the
oil producing and consuming nations.
Before proceeding further,

it is necessary to iden¬

tify the major sources of energy in Western Europe and
the U. S.; their drawbacks and their future potential.

3
The Major Sources of Energy?
Future Potential.

Their Drawbacks and

Historically, different sources of

energy, commercial and non-commercial,
over time and at different rates.

have been utilized

At present, most energy

sources are commercial in the highly developed countries.
Among energy sources, there are some predominant sources
that are making the largest contribution to energy mar¬
kets in Western Europe and the U. S.
The following discussion of the major sources of
energy is aimed at identifying the obstacles that limit
the source of further contribution to the energy markets
and its future potential.

The discussion will cover the

following energy sources?

coal,

crude oil, nuclear power,

natural gas, and other future potential sources such as
oil-shale,

tar-sand, and geothermal power.

1.

COAL

Coal has been the prime source of energy in Western
Europe and the U. S.
these countries.

Coal is an indigenous resource in

It accounted for ?5 percent of the total

consumption in 1950 compared to 10 percent for oil.1
technological changes,

The

the low cost and efficiency of

crude oil, and its lower costs of transportability made
it more economical and attractive for many uses, and thus,
it started to gain a wider acceptance and use.

However,

the expansion in crude oil utilization in Western Europe
was at the expense of coal.
^Nielsen, John, "Power?
Society's Most Consumed Pro¬
duct," European Community, (April, 1973)» P« 8*
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Obstacles to Coal Utilization in Western Europe.
The coal industry in Western Europe suffered a major set¬
back as a result of the expansion of crude oil importation
due to economic,
Further,

environmental, and pollution aspects.

coal's ability to compete favorably for a large

share in the energy markets has been declining signifi¬
cantly during the last few decades.

Here are some of the

major factors in the decline of coal's share of the total
energy consumption:
It

The physical conditions in which coal is
produced are a major influence on costs,
different conditions cause more cost and
they hinder the use of most advantageous
technology.^

2.

The inadequacy of return indicates that
investment programs undertaken in Western
Europe failed to establish the expected
strength of the coal industry.-5

3.

Throughout Western Europe, oil fuel prices
have been lower than coal prices.

4.

The oil contents of heat is higher in com¬
parison with coal.
A ton of oil contains
about 43 percent more than a ton of coal.^

5*

The environmental concern is a relatively
new factor that enters the scene.
It is
known that coal has a high sulphur content,
and its burning is likely to produce sul¬
phur oxide and ashes that pollute the environ¬
ment.
As a result of that, several Western
European governments have curtailed the use
of coal in some applications and areas.

p

Gordon, L. Richard,
The Evolution of Energy Policy
In Western Europe,
The Reluctant Retreat from Goal, Praeger
Publisher Inc., 1970, p. 148.
3lbid.. p.

1?0.

4Ibid.. p.

137;

'’ibid., p.

9.

5
6.

The domestic coal industry production costs
are too high to allow it to compete on a
world wide basis.
Thus by 1966, coal accounted
for only 38 percent of the community energyconsumption while oil provided 45 percent.°

?.

Opportunity cost, the cost of freeing a
ton of coal for local consumption to replace
an imported ton of oil has increased sig¬
nificantly.
It costs less to import a ton
of oil than to replace it with a ton of
coal.
The higher costs of coal production
have resulted in a gradual shift and a
period of transition to oil.

The Future Potential of Western Europe*s Goal.

The

aformentioned obstacles hinder the growth of the coal
industry and so,

the overall production has been taken

a declining trend in most West European countries.
over,

More¬

the inability of coal to compete with oil led to

the creation of a joint-European organization to save the
retreating industry.

The major contribution of this

organization was the initiation of subsidy programs which
are set primarily to maintain the industry at certain pro¬
duction levels.
political;

The motive behind this policy is rather

some countries fear economic as well as social

repercussion from closing uncompetive mines.
Against this background,

it is doubtful that coal

will contribute to Western Europe's energy requirements
in the future.
As for the U. S.,

coal has provided 18 percent of

the total energy requirement of this country, while the
technological changes that are being advanced are now
likely to increase the coal share of the energy market.
6

Nielsen, Op. Cit.,

p. 8.
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Meanwhile,

the coal industry is facing many technological

and economical,

as well as logistical problems that must

be solved in mining,

transportation, and the burning of

coal.
Obstacles to Coal Use in the U.

S,

The shortage of

gas and oil to meet the ever increasing domestic demand
coupled with the insecurity of foreign oil supplies are
drawing an unusual focus on the coal industry.

The U.

is the site on 20% of the planet's coal resources,
than 3 trillion tons.

Of this,

S.

or more

150 million tons are con¬

sidered economically recoverable with existing technology.
That is 300 years supply at today’s consumption rate.''7
Nevertheless,

the coal industry is faced with problems
o

and ’’Business Week's'

special report on energy resources,

makes the following predictions*
1.

The Environmentalist's Assault*
Goal has
a high sulphur content, and thus produces
sulphur oxide emissions that are likely to
pollute the environment.
Environmental
pollution is giving a strong incentive for
states to .enact laws that aim at curtailing
the use of coal in some areas.
These laws
are likely to restrict the expansion of
coal utilization.

2.

The Impact of New Safety Laws*
The Federal
and Local State governments and trade unions
are making it hard for coal companies to
compete favorably in the energy market.
The new safety precautions aim at providing
additonal safety measures to protect
_workers in the mining fields.
Consequently,
^"Enough Energy If Resources Are Allocated Right,"
Business Week. (April 21, 1973)> P« 5^»
o

"The Coal Industry Makes A dramatic Comeback,"
Business Week, (November 4, 1972), p. 50.
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costs of production are bound to increase
in complying with these laws.
Ultimately
they will vitiate the ability of coal to
compete favorably with other sources of
energy.
3*

The Need For Capital:
The proposed tendency
to return to coal, and the projects of coal
gasification plants require enormous amounts
of capital.
Furthermore, the process of
conversion from coal to oil or gas will
result in a loss of 15% to 25% of the heat¬
ing value of coal.^

The Future Potential 6f U. S. Goal.
higher costs and other difficulties,

Notwithstanding

coal in the U. S.

still has comparative advantages over Western Europe's coal:
This is emphasized by the continuous exports of U. S.
shipments for years past to Western Europe.
are likely to exceed their present levels.

coax

Such shipments
But if the

technological developments such as the conversion of coal
to gas or oil become feasible and economical, then coal
is likely to contribute further
the U. S.

At present,

.to the energy market in

the conversion process is still

inefficient and the technological breakthroughs are still
in the future.

Nevertheless,

synthetic gas or oil from

coal will change the estimate of the whole source, but the
price of gas from coal will increase.^
It seems that the potential of coal in the U. S.
promising.

is

Major oil companies such as Continental, Exxon,

Occidental, and Gulf as well as Sohio have entered the coal
industry.

Most of them have major coal resources.

11

9"The Coal Industry Makes A Dramatic Comeback", BW
Op. Cit., p. 38•
10Ibid.
■^"Enough Energy If Resources Are Allocated Right",
Op. Cit., p. 5** •

BW

8
2.

For many years,

CRUDE OIL

oil has been serving as the major

source of energy in Western Europe and the U. S.

It's

significance is continuously increasing due to technical
achievements.

While the coal industry is retreating and

suffering from adverse handicaps,
advancing in many respects.

the oil industry is

The comparative advantages

of oil are its good flexible burning characteristics,

and

its ability to be conviently g.nd inexpensively stored.
It poses the lowest transportation costs of any form of
energy and several means of transport such as tankers,
pipeline, rail, and tanker-truck have been a means of
conveniences.

These characteristics give oil large shares

in energy markets throughout the world.

Furthermore,

oil

provides basic raw materials for the rapidly growing
petrochemical industry.

In addition,

it furnishes such

non^fuel products as lubricants, wax, asphalt,

road oil

and medicinal oils.
Generally speaking,

Western European oil production

and reserves are too limited to meet its growing demand.
Historically,
the U.

Western Europe depended on oil coming from

S. and now it is heavily dependent on oil coming

from the Middle East and North Africa.

In Western Europe,

oil has gained a dominance over other sources of energy,
and the demand for it is growing at an astronomical rate.
The growing importance of oil creates critical political
and economical, as well as social problems in Western Europe.
The concerns over oil importation are confined to the

9
following areas:
1.

The import of oil was at the expense of
coal which was the major source of energy.
Yet, the declining share of coal led to
the creation of the European Coal and
Steel Commission (ECSC) to design a jointEuropean plan to support the retreating
industry--first through production quotas
and later through subsidy programs and the
imposition of a heavy tax on the consump¬
tion of oil.

2.

A growing concern over the national security
and the balance of payment problems.
These
problems will be dealt with in Chapter II.
It is sufficient to say that in Western
Europe, coal plays no role in alleviating
security problems and its function is solely
to reduce the loss in a crisis because
expansion is impractical since new mines
allegedly require 20 years to complete.^2

3.

The absolute growth in the consumption of
oil has been accompanied by a shift in
Western European fuel balances.
The share
of oil in the total energy consumption
insofar has been in part due its substitu¬
tion for coal.

The Future Potential of Oili

It has been mentioned

before that coal's contribution to the total energy con¬
sumption is declining and that this leads to a more press¬
ing growing dependency on oil to meet future energy expan¬
sion.

Consequently, while industrialization is progressing

quickly to a large extent,

Western Europe will be heavily

dependent on foreign oil to provide its energy requirements
for the foreseeable future.

The fact that most of Western

Europe's needs for crude oil are being supplied by the
Middle East and North African countries poses a problem

,

because most of these countries are Arab and the traditional
relations with these countries were poor at times.
12 Gordon, Op. Cit., p.

315*
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As already mentioned,

for the foreseeable future

oil will continue to advance as the prime source of energy
for many Western European countries.

OECD expects world

energy demand to escalate by 5*6^/year between 1970 and
1980,

compared to 4.9% registered in 196.0’s.

Oil will

continue to grow as the most important energy source, with
nuclear power accounting for only 7% of the total by 1980.
Oil will provide 48%,

compared to 44% in 1970 and 33% in

i960.13
As for the U. S.,

its situation is rather unique

because the U. S. for many years has been entirely selfsufficient in crude oil and was even able to export sur¬
plus to Western Europe and other countries.
present industrial growth in the U. S.

However, the

is facing critical

problems because the domestic oil supplies are unable to
meet any longer the growing local demand.

As a result of

that, there is a growing concern over dependency on foreign
oil imports.

The U. S. oil industry is faced with the fol¬

lowing drawbacks}
1.

The discovery of oil in large commercial
quantities in the Middle East has undermined
the structure of the oil industry in the
U. S.
The Middle East oil has the lowest
cost of production.
Further, the proved oil
resources in this region are immense.
The
consequences of the Middle East oil discovery
and exportation were a threat to the U. S.
position in world oil markets.
Consequently,
several measures have been taken by the U. S.
international oil companies and the U. S.
Government.
Examples of such measures are:

1-30ECD, "Oils
The Present Situation and Future
Prospect", Paris, as cited in The Oil and Gas Journal,
(june 18, 1973), p. 115.
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a) The historical tie in oil-prices
between the U. S. and Middle East.
This measure was applied by the majors.
b) The imposition of a quota system to
protect the local producers by cur¬
tailing the supplies of cheap oil to
the U. S. market.
2.

The U. S. demand is growing much greater
than domestic production.
As a result of
that, a £ap has emerged; the gap is expected
to grow gradually, and to alleviate this
situation, the quota system has been
abolished with the aim of encouraging the
importation of foreign oil.

3.

The industry is generally faced with rising
costs.
The costs of finding and producing
oil are getting higher;
through the 1960's
producers faced sharply rising costs.
By
the end of 1971. they were paying an hourly
wage-rate 47 percent higher than the average
for the year 1961.
During the same period,
wages of oil field mechanics r'ose 31 percent,
the cost of oil well increase 37 percent.
Yet, crude oil prices advanced less than
18 percent.
Furthermore, aspects of cost
rising, oil exploration, and drilling are
high-risk activities.
Of every 100 wells
drilled in the sea or a new field, only
nine contain any oil or gas and two are
discoveries of commercial significance.
Drilling costs multiply as the hole goes
deeper into the earth.
The average oil or
gas well on land costs over $75fOOO to
drill, an increase of some $25,000 in ten
years.

4.

The expected growing importation of oil is
a major concern to the U. S. particularly
in the areas of balance of payments, national
security and defense.
The U. S. Government,
in an effort to eliminate its future
dependency on foreign oil sources, has
initiated the energy policy.
The energy
policy's major objective is to encourage
domestic efforts to develop local resources
of energy and support the efforts to find
an. alternative cheap source of energy.

14 American Petroleum Institute,

"The Energy Gap".

12

The Future of U. S.'s Oil Potential.

Oil and gas

provided 75 percent of the energy on which the U.

S.

economy relies and oil bears a major responsibility in
the energy markets.

The U. S. gets 44 percent of its

energy from oil. ^-5
Last year the U. ^>.

imported 28% of the petroleum

that it consumed compared to 18% in 1960-~and paid about
$5 billion for the imports.
Bank estimates,

According to Chase Manhattan

imports will make up 50% of the nation’s

needs and will cost $15 billion by 1975*
continued on the present course,

If things had

imports would have risen

to $30 billion by 1985.1^
As the U.

S. growing demand for oil continues,

Western Europe and Japan fear that the U.

S.'s future

demand will create competition for assured oil supplies.
Furthermore,

the U.

S.

is concerned about the increasing

power of the oil exporting countries;

it further is call¬

ing for a joint-organization for the major importing
countries.

But so far,

its efforts have been unseccess-

ful because of the reluctance of some countries to follow
the U.

S. line,

This point will be dealt with in- detail

in.Chapter II.

3.

NUCLEAR POWER

Nuclear power is foreseen to be a potential source
of energy in the future in the U. S., and,

to some extent,

1^Ibid.
^"Enough Energy If Resources Are Allocated Right,"
Op. Cit., p. 51 •
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in Western Europe.

Because of the relatively small con¬

tribution of nuclear power to the total energy in both
the U. S. and Western Europe,
grate their efforts together.

the discussion will inte¬
Because of the tight world

oil supplies and the inability of domestic oil sources
to meet future energy demand,
develop nuclear energy.

efforts are being made to

Presently,

the contribution of

nuclear energy to the total energy need is less than one
percent.

(

The development of nuclear energy is faced

with many social and economic problems that need to be
solved before the nuclear energy contribution can be fur¬
thered.
Obstacles of the Further Contribution of Nuclear Power.
The utilization of nuclear energy power is far from com
plete and the reason can be attributed to the following
obstacles s
1.

The Safety Issue is a major concern and
it creates fear of nuclear radiation in
many places where nuclear plants were pro¬
posed.
The issue of safety relates to the
lower fuel of radioactivity ^and disposition
of radioactivity waste.The question of
safety gives rise to public apprehension
and resistance because it is foreseen that
present safety measures are far from being
adequate and it is likely that there will
be a rise over a period of years in the
number of cancer cases.

2.

Solving energy problems with nuclear elec¬
tricity heating, say oil and gas men,
would be a monumental waste because about

"^American Petroleum Institute, Ojo. Cit.

18
Alexander, Tom, "The Big Blowup Over Nuclear Blowdown",
Fortune (May, 1973)> p. 21?.
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two-thirds of the heating value of fossils
is lost in conversion to electricity. ^
Also, the uranium to be used is increasingly
difficult to mine and process economically,^
3.

The rising costs of building and operating
nuclear plants are factors that add more
to the cost of energy from this source.
Plans available in Western Europe through
the 19?0's apparently are under no circum¬
stances competitive, given the prevailing
prices of imported fuel oil.^l

4.

There is a growing possibility that plant
plutonium shipments may be hijacked and
used in weapons in another concern.

The Future Potential Of Nuclear Power.

It can be

said that this source of energy is likely to increase
its contribution to energy markets in the U. S. and Western
Europe,

but its major contribution cannot be utilized

without solving the major economic and technological,

as

well as social problems that are associated with its
exploitation.
Nuclear energy presently contributes

to the total

energy in the U. S. and 4$ of the electric generating
capacity.
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At present there are 171 nuclear plants

either in use or in various stages of planning or con¬
struction in the U.

S.^3

19"Enough Energy If Resources Are Allocated Right",
Op. Cit.. p. 57«
20MThe Energy Crisis:
(May 7, 1973), P- ^9.

Time for Action," Time Magazine.

^Gordon, Oja. Cit., p. 217*
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"Enough Energy If Resources Are Allocated Right,"
Op. Cit.. p. 56.
23Time Magazine,

(May 17,

1973), P*

^9•
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The Nuclear industry in Western Europe is facing
prohibitive investment costs which may be lowered in the
long run.

Efforts are being made to standardize European

Community work,
nuclear energy.

security and public health standards for
24

4.

This is

NATURAL GAS

a relatively new source of energy in terms

of its utilization.

This source can be used to replace

some oil applications more efficiently.

Its present

prices are generally pegged to oil products.

The natural

gas share in many energy markets is increasing gradually.
In the case of the U.

S., natural gas enjoys a large

percentage of the total energy market.
at 33 percent.

2S

Its share stands

The U. S.f until recently, was self-

sufficient in natural gas,

but it is foreseen that domes¬

tic supplies of natural gas will not be sufficient to
meet the increasing demand; hence, a growing local gap
has arisen.

To meet the domestic demand for natural

gas, long-term contracts have been signed with Algeria
and other countries to supply U. S. future needs.
The Middle East natural gas has not yet been utilized
because of the inadequacy of the transportation facilities
available to carry natural gas.

It is likely that the

Middle East natural gas will be in demand in the foreseeable
future.

24-Nielsen, 0p>. Git. , p.

11.
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-^American Petroleum Institute,

"The Energy Gap", Ojd. Cit.
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To alleviate the shortage of natural gas in the U. S.,
several efforts are being made to produce synthetic gas
which is interchangeable with natural gas from coal.

The

full utilization can not proceed until major technological,
and economic problems can be solved.

This must happen

before those synthetic fuels can help to fill the U. S.
energy needs.

?6

Nevertheless,

natural gas supplies will

/

continue to lag behind rising demand in the foreseeable
future.
As for Western Europe,

the natural gas resources

discovered in the North Sea will help,

to some extent,

to alleviate the shortage of natural gas in some Western
M

European countries.

The EEC commission estimates of

domestic production (240 billion cubic meters) and imports

(25 billion cubic meters) for 1985 show that at best
natural gas will account for about one-seventh of the

•28

community's total energy.
5.

OTHER FUTURE SOURCES OF ENERGY

There are some potential sources that promise a
relatively large contribution to energy markets of the
world.

Oil-shale,

tar-sand, and geothermal power are

•V

examples of these potential sources.

However,

the tech¬

nologies for utilization of these resources are not yet

26Ibid.
27Ibid.

28

Nielsen, 0]3. Cit. , p.

10.
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matured and most of them are still in the process of
development.

1he contribution of these sources will be

limited to a very few countries and it is unlikely that
their contribution will be significant in the foresee¬
able future.

The utilization of oil-shale and tar-sand

is faced with economic and environmental restraints, and
further they are undergoing a severe environmental test,
because processing oil-shale produces a massive waste
dispose problem, a 50.000 bbl-a-day plant would use 30
billion tons of shale a year,

and spent shale has a vol¬

ume that is one-quarter larger than the shale originally
mined,

says Gulf's Warren:

with it,

and that will

"You’d have to fill canyons

drive the environmentalists into

orbit.
The utilization of geothermal power sources is not
yet economically sound and the technology has a long way
to go before geothermal power could be of more than
limited use in electricity.-^0
Corn-petition Among Energy Sources.

There is some

inter- and intra-competition among energy sources for
their share in the total energy markets; the inter¬
competition refers to the competition within the energy
source itself.
types,

For example,

crude oil is of heterogeneous

thus the different kinds of crude oil compete with

each other for the total share of oil in the energy markets.

^"Enough Energy If Resources Are Allocated Right",
Op. Cit., p. 57*
•^Business Week, (March 17»

1973)»

P«

7^

18
Intra-competition refers to the competition among the
sources of energy such as crude oil and natural gas;

the

sources of competition is due to the fact that most energy
sources are interchangeable.

That is to say, coal can

be used to replace some uses of oil, and so can other
energy sources, but there are practical limitations on
the interchangeability among energy sources applications.
Also, the utilization of a source is associated with a
cost.

Usually, users are interested in a source that is

efficient and cheap in comparison to available sources.
The comparative advantages of a source give it a wide
use and acceptance.

So,

it is likely that one source can

dominate the energy market and oil is a case in point.
Speaking of competition,

it is necessary to point

out that there are some artificial restraints thatrhave^:been
imposed on the intra-competition among energy resources
in some countries.

The quota system in the U. S. and the

imposition of heavy taxes on oil consumption are examples
of such restraints.

•V
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CHAPTER II
THE ENVIRONMENT OF THE INTERNATIONAL OIL INDUSTRY

The environment of the international oil industry
consists of three major forces:

The oil exporting

countries (most of these countries are Arab); the inter¬
national oil companies (which are predominately of
Western Europe); and the U. S. origins.

Another force

is the oil importing countries, which are spread through¬
out the world.

Each force has its own unique characteris¬

tics, objectives, and power sources.

Furthermore, the

international oil companies act as a buffer between the
oil-exporting and -importing countries.
The oil-exporting countries'

growing influence over

the oil industry is the outgrowth of the structural
changes that occurred in the respective countries and in
the international oil industry.

The objectives of these

countries are to maximize their short-term benefits from
their most valuable asset--oil--and to use oil for
infrastructure.

It was perceived by these countries that

there objectives can best be achieved by adopting an
aggressive bargaining approach in dealing with the majors,
which enjoyed control over upstream and downstream opera¬
tions of the oil industry.
The other force is the international oil companies
which were the major force in the industry.

Through their

highly vertical integrated structure, they had achieved
a dominance over the industry and possess powers of many
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kinds such asi

huge capital, which is necessary because

of the oil industry's need for huge capital investment.
Furthermore,

they posses the technological skills and

knowledge necessary for exploitation of oil resources.
In addition, they have the managerial ability and market¬
ing knowledge necessary for successful enterprise.
Because of the inability of the oil exporting countries
to establish their own oil industries,

they invited the

international oil companies to come to exploit,

and

export their oil resources in return for royalties and
other payments.
The other major power in the international oil industry
is the oil importing countries.

That played a minimal

role in the confrontation between the oil exporting coun¬
tries and majors,

but the volatile nature of the inter¬

national oil industry and the threat of crisis cause these
countries to play an active role in securing their oil
supplies directly.
It should be acknowledged that the interests of
these forces interact with each other and the policies
of one force effect and are affected by the policies of
the other forces.

Their objectives may seem in conflict,

but this may not be true*

their objectives are reconcilable

but the means of achieving them are sometimes in conflict.
For further enlightenment,

I turn now to a detailed

explanation of the characteristics of each force,
with the oil exporting countries,

starting

the large international

oil companies, and the oil importing countries.
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SECTION ONE:

THE OIL EXPORTING COUNTRIES

Historically, the oil exporting countries have played
a minimal role in the domestic and international oil
industry affairs.

Their role was confined to collecting

certain amounts of revenues from the majors that operate
in their countries.

The entire matter of ownership,

planning, and control was in the hands of the large inter¬
national oil companies.

No real efforts were excerised

by tne oil exporting countries to challenge their power
over the industry.

In recent years,

however,

dramatic

clashes have taken place between the oil exporting countries and
the majors,

the outcome of these clashes have a profound

implication for international economic relations in
general,

and the concerned parties in the industry in

particular.

It is hardly possible to understand the

magnitude and scope of these changes without taking into
account the historical andnpolitical-economic settings.
The Historical Settings

Prior to florid War I, the

Arab oil producing countries in the Middle East and North
Africa were under the direct influence and rule of the
Ottoman Empire.

Both economic as well as political con¬

ditions were stagnant, no real efforts were exerted by
the Ottoman Empire to awaken and promote social,
and political progress in these countries.

economical,

However,

at a later stage in the Ottoman Empire's rule, a Turkish
Oil Company was established to search for oil in the Arab
countries of the Middle East, but the outbreak of florid
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War I hindered these efforts.

Ultimately,

the Ottoman

Empire's influence was eliminated by the British, who
took over the control and administration of several
countries of the region.

Eventually,

the British established

themselves militarily and economically.
to gain importance in Western Europe,

When oil started

the British companies

set up The Anglo-Iranian Oil Company to search for crude
oil in Iran.

These efforts were eventually successful

in finding oil and this prompted other countries, parti¬
cularly France, Holland,
region.

and the U. S.,

to come to the

Entrance to the region was blocked by the British

and as consequence rivalry over oil concession between the
British and other Western Europe countries emerged.

The

U. S. sought rights to search for oil prospects and its
interference was the major factor in granting the U.

S.

international oil companies the rights to search for and
produce oil.

Ironically enough,

the stream of events was

controlled by the British and no voice was heard from the
Statesmen of the Arab countries,

nor were there any

political uprisings.
The Benger-Long Agreement, which was linked
to the San Remo peace settlement of 1920, was
the first example of inter-governmental action
in this respect.
It provided, as we know, for
the division of Iraqi oil resources between
British and French interests in a 75s25 percent
ratio.
The exclusion of the American interests
prompted the latter to demand, with the aid of
the U, S. Government, to obtain a share in the
development of Iraq's oil resources.
A result
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of these negotiations was the inter-company
Red Line Agreement of 1928 in which private and
governmental understanding were interwoven.1
The British,

and later the majors,

took full advan¬

tages of this situation and appointed puppet governments
and rulers to look after their interests in the region.
The region was politically and economically stagnant.
Against this historical background I turn to the
other side of the picture--the political-economic setting.
The Political-Economic Setting.
War II,

After the World

the region did not escape the movements of inde¬

pendence that spread throughout the world.

Most of the

region's countries eventually gained a major share of
independence from both the British and the French rulers,
but the instrument that came with the domination of the
west to the region,

remains there--that is,

the majors.

These giant companies through the colonisers'

influence

have succeeded in obtaining long-term oil concessions for
a period of 90 years to exploit oil resources of the region.
The economic and,

to some extent,

the political power

of the majors helped them to strengthen their bargaining
position versus the oil exporting countries.
ignorance,

economic stagnation,

Prevailing,

and incompetence of govern¬

ments gave additional influential power to the majors.
Hence,

they took full advantage of the existing situations

at that time and their power extended to set up rulers,

1Wells A. Dojiald, "ARAMCOs
The Evolution Of Oil
Concession", Mikesell F, Raymond et al; Foreign Investment
In The Petroleum and Mineral Industry , The Johns Hopkins
Press, 1971, p. 167.
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and even to control local government and legislation.
Speaking of ignorance,

neither the rulers nor the govern¬

ments of the oil producing countries knew what they were
doing when dealing with such sophisticated,

powerful

entrepreneurs.
The international oil companies that make up the
majors are individually more

influential and effective,

far stronger than the countries they deal with in terms
of economic power.
body.

Collectively they are a monstrous

Their economic power was a nightmare for the oil

exporting countries;

hence,

no single country ventured

to oppose them or even to show resistance to their power
and influence.

The feeling,

however,

was very strong in

the oil producing countries that their sovereignty was
injured by the absolute power of the majors;
country dared to stand and fight.
the majors'
Iran,

yet no

A real challenge to

influential power came in the 1950's from

but the outcome of this challenge was so disastrous

for the government that it was forced to resign to escape
economic crisis.

This grave incident led further to

serious speculation and more fears of the majors’
Gradually,

power .

the flow of oil revenues to the oil export-

ing countries started to make changes in the whole picture
of the region's life.

The influence of oil made itself

felt strongly in many ways:
tions of the majors;

through the productive opera¬

the direct receipts of foreign exchange

by the governments and rulers;
these revenues were spent.

and also by ways in which

Oil has been instrumental in
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producing changes in the economic, political, and
social fronts.

In the course of time, the governments

of the producing nations have assumed major roles in
promoting economic development by using oil revenues.
Efforts to modernize local economies have been advanced.
It must be acknowledged that without the help of
the international oil companies,

the oil industry in the

producing nations would never have emerged because the
region lacked the essential and basic elements for suc¬
cessful development of an oil industry.

Ihe region

lacked technical skills, managerial ability, and marketing
knowledge.

Today,

the oil exporting countries through

the utilization of oil revenues can make up the areas of
deficiency to establish a petroleum industry by acquiring
the basic unavailable sources from abroad.
speaking,

generally

the growth of oil revenues have helped to improve

communication, education systems, and modernization of
governmental administration and machinery.
The promotion of economic development and moderniza¬
tion of economies as well as reorganization of the govern¬
ments'

administration have all created awareness of the

vital role that oil is playing in the oil exporting
countries' economies.

Moreover, awaken by modern culture

and thinking, the oil producing nations have started to
move in the direction of improving their bargaining posi¬
tions *ith the majors who once were the only prominent
force on the scene.
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The Oil Exporting Countries*
Power.

Sources of Bargaining

The oil exporting countries'

share of revenues

is primarily a matter of bargaining between the conflicting
interests of the two parties involved.

The outcome of

their bargaining is influenced by political as well as
economic considerations.
In the early stages of the oil industry,

it has been

said that the majors were in a very favorable bargaining
position because of the resources they have and which gave
them a structured influence over the oil exporting countries.
Presently, this situation is changed as the oil exporting
countries already have built a strong bargaining position
by acquiring the necessary resources.

It is observed

that the oil exporting countries' position was weak in
the past for the following reasons:
1.

They were dependent on only a single source
of foreign exchange to promote economic
development and modernization of their
economies.
Most importantly, they used to
spend the whole oil receipt and no monetary
buffer reserves were kept to give them
leverage.
This trend tended to persist in
most producing countries until only a few
years ago when some countries started to
build monetary reserves in an effort to
withstand pressure and improve their bar¬
gaining position with the majors.

2.

Related to the previous point, all stages
of the oil industry such as refining, trans¬
portation, and marketing outlets were cap¬
tive in the hands of the majors.
Conse¬
quently, no room was left for the oil export¬
ing country to maneuver.

3.

The fact that the majors are vertically
integrated and geographically diversified
gave them further power to resist and wait
without incurring any loses.
On the other
hand, the oil exporting countries were
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badly in need of revenue and they could
not wait longer without incurring losses
and using up existing fund.
4.

The lack of capital, technological skills,
managerial ability, and marketing knowledge
contributed in preventing oil exporting
countries from starting their own oil indus¬
try from scratch:
The vVorld Bank refused to
lend money for any government oil
operations in underdeveloped coun¬
tries.
In addition, the Bank has
played an active, albeit surface
role in trying to dissuade under¬
developed countries from using
^
their own capital for oil exploration.

5.

6.

The unusual policy of secrecy was applied
by the majors in the operation of the oil
industry to hide information about costs.
Operating expenses were suppressed and the
only information revealed was on production
levels.
Furthermore, the technical know¬
how and technicians were monopolized by
the majors.
Tanzer,^ however, favors this
policy on the following grounds;
a.

Knowledge about specific prices,
production costs, and technology,
are valuable trade secrets, not
just for competitors but even more
for governments.

b.

In the long-term it helps to pro¬
mote the mystique surrounding the
international oil industry and thus
help to justify the presence of
the international oil companies
in exporting countries.

The lack of industrial activities to provide
a higher degree of employment and more widely
based industry sector as precaution against
the actions of the majors such as refusing
to sell oil abroad or drastic cut back in
production.

2

Tanzer, Michael, The Political Economy Of International
Oil and Underdeveloped Countries, Beacon, Boston"! 1969# p”» 18.
-^Ibid.. p. 69.
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The foregoing factors were considered the negative
aspects or the liabilities against the oil exporting coun¬
tries.

On the other hand,

the oil exporting countries

have built their influence structure

by acquiring the

necessary resources to enhance their bargaining position.
It is possible to see the following positive aspects or
assets that enhance their bargaining stands
1.

The major source of bargaining strength
^
comes from the simple fact of sovereignity.
The fact that a country has sole power over
its territory gives it the right to enact
laws, and control all aspects of its econo¬
mic activities.
No country can interfere
with these rights.
The fact that the majors
are alien to the country does not guarantee
that they will be exempted from the country's
laws and regulations.

2.

The rapidly growing demand for crude oil and
oil products throughout the world cannot
be ignored by the majors if their objectives
are to make handsome profits.
Furthermore,
some of the Arab countries have the largest
oil reserves in addition to the lowest costs
of oil production among the oil producing
nations.
These factors are supporting
resources for the countries' bargaining
stand.

3.

The strategic location and proximity to the
major consuming markets are helping factors.
Libya, for example, by virtue of its proximity
to the major consuming markets in vVestern
Europe is able to strenghthen its bargaining
stand against the international oil companies.

4.

The domestic political conditions in the
oil exporting countries are on the side of
the oil exporting countries, thus they
strenghthen their positions.
For example,
Libya, by virtue of its political leadership
was successful in manipulating domestic
political opinion and in directing it in
the best of local interests even though
against the international oil companies.

4±bid.,

p.

121.
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5.

The strategy of monetary reserve building
is elaborated in a manner in which the
country lets its oil revenues accumulate
instead of spending them.
This strategy
gives a country leverage in case of oilembargoes.
This strategy was first applied
by the Libyans who were successful in
resisting the international oil companies'
pressure.

6.

The threat of nationalization can be a
major source of power to enhance the oil
exporting country's position.
By virtue
of this threat some other Middle Eastern
countries too were able to exercise per¬
sisting pressure on the majors yield to
their demands which otherwise would have
been difficult to achieve.

7.

The growing role of the independent oil
companies in the international oil industry,
and their ability to grant favorable terms
to the oil producing countries, were an
effective element in weakening the majors’
stand and influence over the industry.
Also,
the emerging national oil companies of the
producing';countries gave an alternative for
the oil exporting countries to carry out
oil business.

8.

The creation of OPEC consolidated and
strengthened further the oil exporting
countries' bargaining position.
Thus, by
establishing OPEC, the oil exporting coun¬
tries have achieved great power of influence
and decision.
Further OPEC's power is
derived from the fact that it accounts for
almost 85 percent of the total oil reserves
in the world.

The Organization Of Petroleum Exporting Countries
(OPEC):

The theoretical power that the majors had over

the industry was a major factor in the creation of OPEC.
As mentioned before,

the majors,

integration structure,

by virtue of their vertical

had controlled all aspects and phases

of the international oil industry.
was the fixing of crude oil prices.

Part of this power
The lowering of crude

oil prices in 1950's by the majors led to strong reactions
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from the oil exporting countries individually.
early stage, Venezuela, which was hit hard,

At an

suggested

the creation of an organization of the oil exporting
countries to halt the lowering of crude oil prices appar¬
ently.

The reason behind Venezuela's proposal was that

it had high production costs and it was foreseen that
further lowering of crude oil prices was likely to drive
her oil out of the international oil markets.

Therefore,

Venezuela's proposal was adopted by the major oil pro¬
ducing countries and OPEC became a reality.

OPEC's

contribution to the structured changes was minimal.

Its

major contribution was the stabilization of crude oil
prices and consequently,

the oil exporting countries'

oil revenues.
OPEC helped to clarify the nature of the
issues facing companies and governments, to
spread understanding of the industry in the
oil producing countries, and to bring the com¬
panies to a fuller appreciation of the limita¬
tion on their position vis-a-vis the government
of producing countries.5
Ten years after its creation, OPEC started to gain
a predominant influence over the oil industry.

A new

source of strength came indirectly through actions and
successful strategy that Libya had applied in her hard
bargaining with the international oil companies.

Libya,

by taking drastic measures against the international oil
companies operating on her territory, was able to make
them concede to her demands.

Indeed,

the appearance of

^Penrose, Edith, The Growth of Firms, Middle East
Oil and Other Essays, Frank Cass & Co., Ltd., London,
1971, p. 149.
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OPEC with her tremendous power controlling 85 percent of
the world oil production has,

in reality,

ripped all

international oil companies hope for longer cheap tenancy.
After years of bickering among themselves,
the OPEC's members had buried their differences
and formed a unified bargaining group.
For
this they owe a considerable debt to the Libyans
who had applied the crucial squeeze to Europe's
oil supply.^
Although Libyan oil exports fell by 16.8
percent in volume during 1971» the government's
revenue increased by 34.8 percent in value.
The drop in exports was the result of action
against oil companies aimed at obtaining a
revision in taxation rates and posted-prices,
how effective this pressure was is apparent
from the fact that Libya realized a gain of
nearly 70 percent in government receipts per
barrel exported after the 1970 and 1971 negotiation.7
OPEC has recently taken a firm stand both on critical
issues in the oil industry and in supporting its members.
For example,
(IPC),

Iraq nationalized the Iraq Petroleum Company

which was owned by the majors,

and eyeing the pos¬

sible future legal action by IPC against Iraq,

OPEC has

adopted the following resolution:
"that member countries should not allow all
companies to replace the crude oil exported
by Iraq Petroleum Co., at the level of 1970
by oil produced in their territory, and to
z
substitute that oil in its traditional markets.

^Breckenfeld, Gurney, "How The Arab Changed The Oil
Business", Fortune, (August 1971)» p. 190.
^African Confidential,
p.

1.

Vol.

13 No.

23»

(November 24,

g
Oil and Gas Journal,

(December 11,

1972),

p.

72.

1972),
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The OPEC went further to establish a
special fund, reportedly $220 million, or
$20 million from each of the eleven OPEC mem¬
bers—to assist any member country in protecting
itself from punitive actions by any oil com¬
panies that may run afoul of the government
concerned.
Other OPEC achievements are its firm stand on currency
devaluation and its success in getting reimbursement for
currency devaluation.

It is perceived that devaluation

has had adverse effects on the purchasing power of the
oil revenues of the producing nations.
The oil importing countries and particularly the
U. S. are attacking OPEC and what the U. S. calls its
monopoly over the supplies of crude oil.

They call for

the creation of a parallel organization by the major
importing countries.

OPEC's reaction to this initiative

is somewhat aggressive.
The OPEC last week warned oil consuming
countries against forming any organization of
the petroleum importing countries.
That such
action will be met by production cut-back and
shutdown.
Although OPEC is composed of heterogeneous elements
with different interests and levels of commitment,

the

grievance inherited from the past and the bitter feeling
of inferiority which are directly traceable to the wide
disparities in power between the international oil companies
and the oil exporting countries are the major factors in
strengthening OPEC.

OPEC seems from the inside to be homo¬

geneous and from the outside to "be-.heterogeneous.
9Ibid.
-*-90il and Gas Journal.

(March 26,

1972), p. 49.
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The strengthening of OPEC w^s foreseen to
have advantages for all members.
The preserva¬
tion of the strength of the oligopolistic struc¬
ture is generally yi the interests of the oil
exporting countries

^Mikdashi,
Zuhayr,
A Financial Analysis of Middle
East Oil Concession:
1901-^5 , Frederick A. Praeger,
Publisher Inc., 19&6, p. 251*
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SECTION II:

THE LARGE INTERNATIONAL OIL COMPANIES

The international oil companies represent a new
phenomenon that emerged on the international scene as a
vechicle

for advancing international economic relations

among countries.

They represented a unique model that

has been extended to many fields of business activity.
The international oil companies are the outgrowth of
the highly industrialized countries in Western Europe
and the U. S.

They,

however,

break the traditional role

of operating within their domestic territories.

The

international oil companies are on the look-out for oil
resources throughout the world to satisfy Western European
and the rest of the world's demand for a cheap source
of energy.

The international oil companies,

by virtue

of their outgrowth from the highly industrialized nations,
had tremendous power of many kinds.

This power has helped

them to play a major role in shaping the international
oil industry.
One need not be moved by the plight of
the investing corporations.
Many of them are
as big or bigger than the countries which they
deal in sales, assets, and skill of management,
if not in sovereign power. . .
The corporations
are too large and powerful to turn them loose
in a partial laissez-faire for the less developed
countries to exploit to the extent of their
appetite and capacity.^
It is impossible to understand the image of the inter¬
national oil companies which they have developed in the
Arab world without taking into consideration the theoretical
12

Kindleberger, C. P.,
American Business Abroad
Yale University Press, New Haven, 19^9» p. 205.
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power they have gained over the international oil industry.
For that matter it is worthwhile to discuss the historical
setting which led to the rising of the majors in the
Middle East.
The Historical Setting;

It has been said already

that the international oil companies are the outgrowth
of the highly developed countries in Western Europe and
the U. S.

This,

however,

implies that they are privately

owned and their major objectives are to maximize their
profits for their stock-holders.

The growing acceptance

and use of oil and the major breakthrough in technology
that took place were major factors in the oil companies'
expansion of their search for and development of oil
resources.

The very fact that the Anglo-Iranian Oil

Company was successful in finding oil in Iran drew atten¬
tion to the Middle East region. Entrance to the region was
blocked because it was under the direct influence of the
British authority.

Efforts exercised by the U. S. govern¬

ment helped to a large extent to facilitate the entrance
of the U. S.

international oil companies to the region

to search for oil and develop oil resources.
The activities of an international oil company
usually start with a special concession agreement by which
the oil company obtains exclusive rights to exploit oil
resources in a defined area of a country for a long period
of time.

In return for this privilege it undertakes to

pay the oil exporting country royalties and other payments
in accordance with the concession terms.

Speaking of
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concessions,

it is worth mentioning that the major oil

concessions in the Middle East were given at a time when
the oil producing countries were under the direct influ¬
ence of British authority.

The large international oil

companies by taking these rights shared among themselves
the ownership of oil concessions and the exclusive rights
that they had.

The large international oil companies'

operations in the Middle East have been influenced very
much by the U. S.

industrial structure.

In fact, the

U. S. oil structure was adopted and used in the region.
The discovery of huge amounts of oil in the Middle
East and the comparative advantages it has over its U. S.
competitors was a direct threat to the U. S. position in
the world oil markets.

Hence,

the Middle East oil has

acquired a special importance for the large international
oil companies which are known as the majors or the "seven
big sisters."

The importance of the region's oil is due

to the following:
1.

The region has the largest proved oil
reserves in the world.

2.

The cost of finding and developing oil
resources is the lowest among the oil pro¬
ducing countries.
This fact indicates
that the capital investment required for
production is much less than in other
regions.
As a result of that, the majors
are able to realize an unusually high
rate of return on their investment in the
Middle East.

The majors,

through their joint-venture in ownership

of crude oil resources, were able to achieve a high degree
of control over the industry's phases.

The U. S. market

37
was a potential one for the cheap oil but the majors had
not tried to go there for fear of clashes with the local
producers because of their high cost of production.

The

inability of U. S. oil to compete favorably with foreign
oil coming from the Middle East was the main reason for
I

the imposition of the quota system which has curtailed
Middle East oil supplies to the U. S. market.
The international oil industry structure was developed
and maintained by the majors.

Because of the importance

of the oil industry structure,

it is worthy of discussion.

The Structure of the International Oil Industry.
The structure of the international oil industry is indebted
very much to the U. S. experience and leadership in oil
field.

The U. S. was the first country in the world to

pioneer in the discovery and production of crude oil on
a large scale.

Commenting on the oil industry structure,

in the U. S. Professor

Penrose argues that:

The present structure evolved as a result
of the complex interaction of all sorts of
forces--rivalries among producers, governments,
technical pecularities of the industry, strategic
and political interests of the governments, the
vagaries of tax laws, United State attitudes
toward monopoly, economic and political con¬
ditions in the areas in which oil was found,
the effect of the great depression on the
United States industry, the ^phenomenal increase
in demand, and many others
The industry structure has the advantage of being
able to eliminate competition.

Taking advantage of this

fact and the joint-venture in production have given the

"^Penrose, Edith,
The Growth of Firms, Middle East
Oil and Other Essays , Ojq. Cit., p. 181.
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majors a tremendous power over the industry:

from the

early stage of exploration to the distribution of final
oil products.

In fact,

the majors have owned the oil

production facilities in the oil exporting countries and
the refining and distribution facilities in the oil import
ing countries.
Some people argued that vertical integration is the
7

natural structure for the industry because of the risks
involved.

Professor Frankel1^ argued that:

This kind of structure was necessary
because of the uncertain results of explora¬
tion, the high over-head costs at all stages
of the industry, and a high inelasticity of
demand in the short-run, the industry is not
self-adjusting in the sense that a fall in the
price significantly chokes off supply or stimu¬
lates demand.
The uncertain results of explora¬
tion create the likelihood that either too
little or too much oil will be discovered
in relations to the amount that will be bought
at profitable prices.
The fact that crude oil
production, transportation, refining, storage,
and distribution, all require huge amounts of
capitals in heavy fixed charges and forces com¬
petitive producers to produce as much as they
can as quickly as possible in an attempt to
recoup their sunk costs and to cover at least
part of their overheads.
For this reason, the
industry is subject to a continuous crisis
in the absence of reasonably strong control
over supply.
Because consumption is not readily
expanded when prices fall, prices are easily
pushed below the costs of production by rela¬
tively small surpluses.
Thus hectic prosperity
is followed all too swiftly by complete collapse,
and redress can be hoped for only from the
efforts of "eveners," adjusters, and organizers.
^ Frankel, P. H., The Essential of Petroleum:
A
Key to Oil Economics, Chapman anu hftll, Louaon, 1^40,
p. 6?.As cited in Edith Penrose.The Large International
firms in Developing Countries:The Internationa] ~Pe~thoTeum
Companies.Ceorge Allen & Unwin Ltd. , Lonaon, iv*?8.pp lo^-loo
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Gertrud,^ too, advocates the idea that the structure
is the preeminence of large vertically integrated inter¬
national companies in the oil industry and is not acci¬
dental but is the result of the technical characteristics
of the industry.

The industry requires high coordination

among production,

refining and marketing.

and Kohn

1k

De Chazeau

argue arainst the idea that vertical integra¬

tion was the natural structure for the oil industry.
They assert that the evolution of the petroluum industry
within the U. *». was characterized by the emergence of
vertically integrated firms.

This was by no means, a

technical or economic necessity,

but historically, was

largely a by-product of the early position and competitive
tactics of Standard Oil of New Jersey.
The Implications of the Oil Industry Structure.

The

vertical integration of the majors was a powerful instru¬
ment in controlling the multi-stages of the industry as
a whole.

Therefore,

over the industry.

the majors have achieved a monopoly
When the Middle East oil was felt to

have strong competitive advantages over its competitors
in terms of low costs of production and proximity to the
major consuming markets,

the individual international oil

companies buried their differences--despite the fact that
■^Gertrud, G. Edward, "Foreign Petroleum Companies
and the State in Venezuela," Mikesell F. Raymond, et al,
Foreign Investment In Petroleum and Mineral Industry. The
Johns Hopkins Press, Baltimore, Maryland, 1971» pp. 111-121.
De Chazeau, M. G. and Kohn, A. E., integration and
Corn-petition In The Petroleum Industry, Yale University
Press, New Haven, 1959> p. 83.
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their interests were at conflict--and formed a jointproduction venture to exploit the region's oil resources
among themselves.

The operations were advantageous to

many individual oil companies.
tages were:

Examples of these advan¬

spread of risks over more than one country,

the entrance to new markets, and the picking up on new
technology.

However,

the following Joint-ventures have

emerged in the Middle East.

Table 1
Leading Joint-ventures in the OPEC
Arabian-Persian Gulf Countries

Country
Iran

Operating Company

Parent Companies

The Consortium

B. P.
Shell

40$
14$

Jersey, Texaco,
7$
Gulf, Stancal,
each
Mobil
CFP
6$
U. S, Independent 5$
Iraq

The Iraq Petroleum
G., Ltd & Associated
companies

Shell, BP and
CFP
Jersey and
Mobile

Kuwait

Kuwait Oil Co. Ltd

B. P, and
Gulf

Saudi Arabia

Aramco

Jersey, Texaco,
and socal
Mobil

23.75$
each
11.875$
each
50$
each

30$
each
10$

(Adopted from:
Zuhayr Mikdashi ,
The Community of
Oil Exporting Countries , George Allen & Unwin Ltd., London,
1972, p. 38.)
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It was feared that the conflicting interests among
the individual oil companies could undermine the emerging
joint-ventures in oil production.

To overcome this dan¬

ger they coordinated their operations,

exchanged infor¬

mation on production, planning and pricing systems.
In 1928 the seven largest international
oil companies, Standard Oil of New Jersey,
Royal Dutch/Shell, Gulf Oil, British Petroleum,
Texaco, Standard Oil of California, and Mobil
just before Texas Road Commission became so
powerful, they set up a world cartel with their
famous 'As Is' agreement drawn up and signed
at Achnacurry Castle, Scotland.
Their joint-agreement gave the majors tremendous
power both in the oil producing and importing countries
and they became a major force in retaining a significant
authority and administrating role in establishing the
changes of petroleum production.

18

The process of vertical integration paved the way
further for the large international oil companies to seek
geographical diversification in production and sources
of crude oil.

The motives behind their geographical diver¬

sification are:
1.

The rapid demand for oil coupled with the
normal depletion rate of the existing

■^Burk, Gilbert, "The Boiling World of Oil,"
Fortune, (February 1965)* p. 129.
l°Sir John Cadinay as quoted in World Petroleum
Press. (December 1932), pp. 20-31.
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reserves which forced the large interna¬
tional oil companies to seek new supplies
in order to maintain their profits and
growth.
Consequently, the international
oil companies are on the lookout for more
crude oil sources and more marketing outlets.
2.

The unstable political climate in the Middle
East and North African countries.
To miti¬
gate political risk, the majors are seeking
international as well as geographical
adjustment of oil supplies and demand.

3.

The distribution of risks*
that is to say
the geographical diversification will give
the international oil companies an advan¬
tage in the event of losing operations in
one country.

The highly vertical integration structure of the
majors which constituted the industry was expected to
have a number of potential advantages for the efficiency
of their operations and management.

Professor Penrose^^

indicates that the following economic advantages can be
gained from the adaption of the vertical integration
structure:
1.

The majors can have assurance of outlets
and this will lead to a steadier and more
efficient planning of output and overtime.

2.

More efficiency in the operation of refineries
as a result of an assured and managed flow
of crude oil.

3.

A more flexible and efficient and adjustment
to short-run changes in demand for different
products in different areas which can be
quickly reflected in the flows of crude oil.

4.

A consequent avoidance of disruptive fluctua¬
tion in prices which would raise costs to
both producers and consumers.

■^Penrose, Edith, The Large International Firms In
Underdeveloped Countries*
The International Petroleum
Companies. George Allen and Unwin Ltd., London, 1968, pp.
46-4?.
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5.

When the international operations of a firm
are characterized by a high degree of verti¬
cal integration, the opportunities for
adjusting internal transfer prices may be
so very great indeed, and may have signifi¬
cant consequences for the distribution of
income among countries in which the firm
operates through its effect on their bal¬
ance of payments.^0

The Majors'

Sources of Bargaining Power:

1.

Their size and influence on markets.
In
1964 the seven companies that make up the
majors controlled 83 percent of crude oil
reserves, 78 percent of crude oil production,
6l percent of refining capacity, and pro¬
bably a similar figure for production
sales. ^
The sales of the five United
States major oil companies equalled $50
billion in 1972; and, among the largest
industrial corporations in the U. S.,
Exxon (formerly Esso) ranked number two,
Mobile, seven, Texaco, eight, Standard of
California, twelve, and Gulf, eleven.
In terms of profits, the f i v.e' ;c om.pa.nies
are ranked as follows:
Exxon, second,
Mobile, sixth, Texaco, fourth, Standard
of California, seventh, and Gulf, twenty
fourth.
Their total assets amout to
approximately 60 billion, which is approxi¬
mately 8 percent of the total assets of the
500 largest industrial corporations in the
U. S.22
These data reflect the tremendous
economic power of the individual oil
companies.
Furthermore, the international
oil companies own 53$ of the oil refining
capacity in the non-communist markets.23
British Petroleum--one of the majors-accounts for nearly 20$ of the Western .
world's reserves of 77.5 billion tons. 4

2.

The majors' ownership of production, refining
and transportation facilities has given

20 Ibid.. p. 44.
^1ENI,

"Energy and Petroleum in 1964," p.

79.

22.'The Largest 500 Industrial Corporations in U.
Fortune. (May 1973)* p. 222.
23petroleum Intelligence Weekly,

(October 24,

12,

1973)*

2^"A Change of Course for B. P.,M Business Week.
1973), p. 48.
ft

S.,"

(May

them a comparative advantage over the oil
exporting countries.
The majors can afford
to wait if negotiations break down because
they can get their crude oil from other
sources that they own in other countries.
This fact has given them a somewhat good
bargaining stand in the past.
3*

The majors possess a strong financial posi¬
tion that gives them leverage against pos¬
sible losses.
Thus, they can afford to
sacrifice money while, on the other hand,
the oil exporting countries cannot afford
to do so since they are used to spending
all their oil revenue for different purposes
Consequently, their position has been very
vulnerable to pressure,

4.

The majors have the ability to withdraw
their capital slowly but continuously over
a long period of time by the policies of
not reinvesting their depreciation allowance

5.

The policy of secrecy adopted by the majors
which created ingnorance -about their opera¬
tions*
The majors adopted a policy of
concealing any information concerning pro¬
duction costs, operations expenses and
profitability of their operations,
further¬
more, they have exercised a monopoly over
the supply of technical knowledge and
technicians.
This, however, leaves the oil
exporting country's operations in a fish¬
bowl situation.

6.

The small number of large international
oil companies was a significant factor in
bringing them together to cooperate and
coordinate their activities* consequently,
they controlled all aspects of the oil
industry's phases.
Now, the situation
is rather different, for at present, there
are a large number of operating oil com¬
panies in the area and elsewhere.

7.

The support of their home-government against
the oil exporting countries’ governments:
knowledgeable Washington reporter, Jack
Anderson, stated in 196?:

Gertrud* Qjd. Cit. , p.

121.

^5
M. . • The state Department has often
taken its policies right out of the
executive suites of the oil companies
when big oil companies cannot get
what they wanted in foreign countries:
the State Department tries to get
it for them.
In many countries,
the American Embasies function vir¬
tually as branch office for oil com¬
panies. • .
The State Department can be
found almost on the side of the
“Seven Sisters" as oil giants are
known inside the industry."^
8,

The highly vertical integration of the oil
industry gave the majors a powerful weapon
to force their conditions on the oil export¬
ing countries.
In addition, it prevented
outsiders from entering the industry.

The Decline of the Power of the Majors Over the Oil
Industry.

The majors'

efforts to maintain their control

and power over the international oil industry have failed.
There has been a gradual decline in their power over
time, and it is likely that this trend will persist.

The

decline in their power can be attributed to the rapid
changes in the environment of the oil exporting countries.
The majors have become the target for the frustration of
the oil exporting countries.

A great dissatisfaction with

their operations has emerged both in the oil exporting
and importing countries.
One of the world problems with which the
world at large is faced with is that the world¬
wide activities of the U. S. A., including those
of the American oil companies, are subject to
domestic nag parochial, political and economic
^Anderson, Jack, "Washington Expose", Washington
D. C. Public Affairs Press 196?, as cited in Michael
Tanzer,
The Political Economy of The International Oil
and The Underdeveloped Countries , Beacon Press, Boston,
1969, p. 202.
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interests.
This creates difficulties at the
best of times, in an emergency it may be fatal.
By taking first place in world oil and in nor¬
mal time, the American oil companies have
become responsible to the world and not only
to Senate Committees. '
Both the oil exporting and importing countries have
taken strict measures for securing control of and tighten¬
ing restrictions on the operations of the majors, thus
limiting their freedom in

running the international oil

industry.
The dynamic forces in the international oil industry,
the growing political awareness of oil affairs in the
producing countries, the emerging national oil companies
of the oil producing and importing countries and the
independent oil companies are impairing further the power
of the majors.
The oil companies have lost the power they
theoretically had in the days they accounted
for virtually the whole foreign oil business,
but they still at least control two-thirds of
that business directly, and such devices as
long-term contracts with independent eggble
them to stabilize the rest of markets.
The majors' bargaining powers are lessening.
The preponderant strength has lain on the
side of the companies, dealing separately with
weak quarreling, and often ignorant region, they
frequently stroke open-sided bargaining.^
The majors have become very concerned over their
interests in the Middle East and North Africa because of

2?Frankel, H. P., "Oil Supplies During The Suez
Crisis", Journal of Industrial Economy VI (1958)» P» 99.
28Burk, Ojd. Cit., p. 222.
2^Breckenfeld, Ojd. Cit.. p.

113>
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the political instability in these areas:
Oil men have every reason to be concerned
about such political instability in a strongly
crucial, and increasingly anti-Western region.
Historically, great power must control their
source of food and fuel, either by diplomacy
or conquest; but the days of gun-boat diplomacy
are over, but for us nothing seems to have
taken its place.30
The fact that the major international oil companies
cannot assure oil supplies from the Middle East and North
Africa--which are the major sources of the world's oil—
is putting them in a desperate situation.

International

oil companies now have a desperate need to find new oil
sources, and now they are working under an extraordinary
situation to explore and produce oil.

For example:

Amazon Basin, which has been prohibited
until recently international oil companies are
advancing their operations there.
Amazon Basin
is a measure of how desperate oil companies for
new oil supplies.
"This is not going to be a
Middle East," admits Walter A. Baker, General
Manager of ARCO's Peruvian Operations.
"What
we are looking for here is a number of small
fields."31
Oil companies even went to high-cost,
business.

off-shore

"Business Week."3^ gives three reasons for

their motives:
1.

The shrink of profit in the Arab oil and
the growing uncertainity about oil securities.

2.

The growing belief that more of the U. S.
domestic needs of gas come from off-shore
fields.

3°Ibid.
31"0il Search at The Amazon Headwater," Business Week.
(May 12, 1973), p. 68.
32,.The Rush to Fill Orders for Drilling Rigs," Op.
Git.. p. 194.
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3.

The virtual certainity of higher prices
for natural gas in the U. S. in the light
of lifting control on gas.

The uncertainity of oil supplies led some oil com¬
panies to venture into new fields of business other than
oil.

Some of the large oil companies in the U.

S. have

acquired substantial reserves of coking and steam coal.
A few of these companies are Exxon, Texaco,

and Gulf.

J

The problem that is facing the international oil
companies and particularly the majors,
dynamic nature of the world.

is relating to the

This is a real challenge

to their ability to adapt to difficult situations and
conditions.

The problem is best described by Professor

Penrose.3^
The deeper root of the problem is simply
that international firms, including the oil
companies, h?ve not yet found a way of operating
in the modern world which would make them
generally acceptable as truly international
institutions.

33simon, Williams, "Anti-Trust and the Industry
Structure," Business Economics, Volume VII, Nov. 4,
(September 1972), p. 42.
^Penrose, Edith, The Large International Firms In
Underdeveloped Countries:
The International Oil Companies.
Op. Cit., p. 263•
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SECTION III:

THE OIL IMPORTING COUNTRIES

Oil plays a major role in the economies of the oil
importing countries, and in maintaining their economic
growth.

Oil becomes the lifeblood for the industralized

countries particularly in Western Europe,
Japan.

the U. S.,

and

Historically, coal in Western Europe has provided

the basis for economic expansion in general and the indus¬
trial expansion in particular.

It was only in the 1960's

that oil increased its contribution in providing the base¬
load energy requirements for many industrial nations.
The oil importing countries can be categorized in
terms of their economic development and consumption of
oil into two groups.

The first group represents the

major developed countries in Western Europe,
and Japan.

the U. S.

They are characterized by a high degree of

economic growth and their oil consumption is extremely
high.

The second group represents the newly developing

countries in Asia,

Africa and Latin America.

This lat¬

ter group is characterized by its lower level of economic
growth and, generally,

oil consumption is relatively

small because these countries depend on non-commercial
sources of energy.

Because of the significant role of

the major developed countries on the international oil
business therefore the discussion will focus on this
group.
The major importing countries--mostly Western European-have developed a special relationship with the international
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oil companies, particularly the majors.
discussing,

however,

but,

That is worth

it is necessary first to

identify the importance of oil to their economies.
The Importance of Oil to the Economies of the Major
Developed Countries.

Oil has occupied a vital position

in the economies of the highly developed countries.

It

has influenced directly or indirectly all aspects If
economic activities.

It has provided the highly indus¬

trialized countries with a cheap source of energy and
raw materials for their petrochemical industry.

It is

possible to observe the following impacts which oil has
on the economies of the highly developed countries:
1.

Efficiency in Production.
Oil has provided
the major industrially developed countries
with a cheap raw material , that
has
helped them to lower their production costs.
The efficiency is derived from the competi¬
tive advantage of oil over coal.
The grow¬
ing demand for oil in Western Europe was
accompanied by a shift from coal to oil,
and structure changes in the industrial
sector of their economies.
To a large
extent, the cheap source of energy helped
to make up for the deficiency and Im.productivity of other elements of production.

2.

Balance of Payments.
Some Western European
countries and the U. S. have been gaining
direct benefits from the operations of
their international oil companies which
are operating in the oil exporting coun¬
tries by way of income.
Earnings of the
international oil companies remitted to
their home base contribute positively to
the balance of payments of their homecountry.
The real contribution of the
B. P. and Shell to Great Britain's
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balance of payments is $6 billion
which they earned for the country
primarily from their overseas crude
oil production in period of 1955*1964.3-5
The U.

S.

earnings remitted from its oil companies

have been much larger and have tended to grow even more
rapidly than capital outflow.

Table 2
Derived From:
United State Directed Investment Abroad
Total Book Value, Capital Outflow, and Income
(mill. of $)
i
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35j. e. Hertsham,
Politics and World Oil Economy ,
Frederick A. Praeger, 1962, p*i 235•
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3.

Standard of Living.
Economic develop¬
ment in Western Europe and the U. S. has
brought about constant growth of per capita
income.
Consequently, disposable income
is made available to invest in non-necessary
items for living.
The increase of disposable
income was accompanied with increases in
energy consumption per capita.
Moreover,
the high rate of energy consumption is
directly reflected by economic progress.
The U. S. enjoys the largest-average real
income per person in the world.
In fact,
it is equally true that the countries with
the highest energy consumption have the
highest per capita income.
The under¬
developed countries, such as India, Turkey,
and Brazil, which consume relatively small
amounts of energy, also rank lowest in per
capital income,3°

3^sun Oil Company, ”The Energy Outlook}
and the Capital Crunch,” (October, 1972), p.

Petroleum

.

2
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Figure I
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4.

Source of Revenue.
Oil has provided the
major importing countries with a potential
source of revenue.
A large number of
countries have imposed a relatively high
tax on oil consumption.
By virtue of
these taxes, they are in position to have
a high take on the average prices per
barrel.
The oil importing countries’
share per barrel is much higher than those
of the oil exporting countries.
This
point is a source of complaint for the
oil exporting countries.

Figure II

THE TAKE FROM THE AVERAGE BARREL IN WEST EUROPE

Average Proceeds

($/bbl)

1040
Average host
government take

$1.35

Average
-consumer govern¬
ment take
$5.60

Average cost of
“industry opera¬
tions
$2.70
-Average industry
margin
$0.35
Source:

(Adopted from:
p. 45 .

5.

Shell Magazine

The Oil and Gas Journal,

(March 12,

Other Benefits:
The expenditure of the
international oil companies on production
facilities and tools greatly contributes
to the stimulation of the demand for
various goods, services, and personnel
for the operation of the industry.
These
needs, however, are met totally from
the major developed countries.

1973)»
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The Oil Importing Countries and The Majors.

A

vital interest is shared by the majors and the oil import¬
ing countries' government.

The link is the fact that the

majors are the outgrowth of these countries and their
headquarters are located in these countries,

too.

Further,

the majors are supplying the nr&e ds of these countries
for oil and oil products.

Indeed,

the developed countries

are the high potential market-outlets for oil.
majors'
too.

The

influence has extended to the developed countries,

They control most of the refining capacity and

distribution systems,

but their influence and power have

been challenged lately by the developed countries.
fact,

In

the developed countries have established their own

national oil companies to carry out operations of the oil
industry in their respective countries.
The highly developed countries'

interests in oil

arise from economical as well as political considerations.
The major importing oil countries are highly dependent
on foreign oil and further,

they want to secure their

supplies of crude oil through their national oil com¬
panies, which are relatively new forces in the oil indus¬
try.

The international oil companies,

in most cases,

enjoy the support of their home-country's governments.
The U.

S.

Government has characteristically supported U. S.

companies in their disputes with foreign countries.-^
, F. Raymond, "Conflicts In Foreign
Imvastment in Host-Company Relations," Raymond F. Mikesell
et al, Foreign Investment in The Petroleum and Mineral
Industry. The Johns Hopkins Press, 1971t p. 32.
3?Mikesell
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The U. S. encourages the operations of
U. S. international oil companies by giving
them depletion allowance.
U. S. tax laws pro¬
vided a 27.5 percent depletion on oil and gas
wells and permitted them to take allowance
against U. S. taxes.
The oil companies, there¬
fore, tend to operate abroad.
Though a U. S.
subsidiary, which set up under U. S. law solely
for the purpose of doing business in a foreign
country, by this fact, the parent gains deple¬
tion allowance but avoids the requirements of
doing business in foreign country itself.
And
because of the generous U. S. depletion allow¬
ance for oil resources, the taxes due by the
parents on behalf of the branch are, in almost
every case, less than those paid to foreign
governments.3°
The large
extent,

international oil companies,

to a great

have preserved the interests of their home-

countries over those of the oil exporting countries.
Furthermore,

the majors are the means of carrying out

their home-country policies and influence by discriminating
against countries,
Conversely,

the Communist Bloc

is a case in point.

the majors have been hurt very much not by

their own actions but rather by the actions and policies
of their home-governments.
U.

S.

The current hostility toward

international oil companies in the Arab tforld is

an expedient example.
The Impact of Oil Importation.

The growing impor¬

tance of oil in sustaining economic activities in the
highly developed countries has led to a high dependency
on foreign oil*

but,

indications are that these trends

are likely to continue in the foreseeable future.
the other hand,
qQ

JBehrman,
Investment ,

the economic,

political,

On

and social

n

N. Jack,
Op. Cit., p.

Taxation of Extractive Industry
78.
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reforms that are taking place in the oil exporting coun¬
tries are having profound implications for the oil
importing countries in Western Europe and the U.

S.,

and

these changes are seen to constitute an indirect threat
to these nations'

well-being.

The importation of oil is

being viewed as having an impact on the balance of pay¬
ments of the oil importing countries.
Consequently, to
/
alleviate this problem, several programs have been initiated
in the U.

S.

and Western Europe.

Because of the wide

publicity being given to balance of payment problems,

.
it

is worth discussing.

The Balance of Payment Problem
There is no doubt that the cost of oil imports is
a cause of concern to the Highly developed countries,

as

their fuel requirements are showing upward trends.
’’The U. S. imported 28$ of the petroleum it
used last year and at a cost of $5 billion.
According to some estimates these figures could
rise to 50$ and cost $15 billion by 1975»"^9
"The U. S. National Petroleum Council, a group
that advises the Interior Dept, on energy matters,
speculates that by 1985» oil prices (based on con¬
stant 1970 dollars) will rise 60$ to 125$> natural
gas 80$ to 250$, and coal and uranium about 30$."^°
In a forecast by the influential Organization
for Economic Cooperation & Development (OECD) of
what the industrial nations import bill will be at
75 billion in that year (1980), five times the 1970
cost.
The problem arises from the huge trade
deficities, oil imports of this size heap competi¬
tion for assured oil supplies. 1
^"Enough Energy--If Resources Are Allocated Right,"
Business Week, (April 21, 1973)» P* 51•
40MTop Priority:
Drawing Up An Energy Policy," Business
Week, (December 16, 1972), p. 64.
4l "International Outlook," 0_q.
1

Cit.,

p.

4l,
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However,

the impact of oil importation on the bal¬

ance of payment is a controversial subject.
people are exaggerating the negative impacts,

While some
others main¬

tain that benefits are being derived.
Concern for the balance of payment effects
of oil imported is not uniform.
"National
interests are by no means uniform; some coun¬
tries have a coal-mining industry, others do
not; petroleum refining is a major activity
in some areas of the community, less important
or non-existant in others.
In general, these
industries are of the greatest economic impor¬
tance and influence."^2
Oil importing countries can also have
balance of payments benefits from higher
prices of petroleum to the extent that their
oil companies derive larger earnings from the
international operations, and these earnings
are repatriated home.
Other contribution to
the parent-country's foreign exchange receipts
arise from the company and oil exporting coun¬
tries disbursement for equipments, materials,
personnel, investment in the country concerned.
This has been the case with the United States,
the United Kingdom, France, and Netherlands.^3
The oil importation and the tendency for oil-prices
to rise have a strong influence over exports.
Western Europe,
materials,

The U.

S.,

and Japan used relatively cheap raw

and historically,

the U.

S.

producers have

been able to evade the penalties of a higher-wage struc¬
ture because they got their material,
what amounted to bargain prices.

U.

fuel and lumber at
S.

no longer has a

wide advantage over other industrial nations in acquiring
materials and fuel;

more and more,

it must buymn

^2Haferkamp, Wilhelm, "EEC Energy Policy Urgent,"
European Community, No. 7-8, (July-August, 1971). p. 12.
^Mikdashi, Zuhayr, The Community of Oil Exporting
Countries, A Study in Governmental Cooperation, George
Allen & Unwin Ltd., 1972, p. 55«
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world- markets,
markets,

U.

S.

and pay world prices in international
producers must compete head to head with

European and Japanese competitors on the basis of labour
costs and efficiency;

they no longer can count on a

cushion of cheap-raw materials and fuel to give them a
trading advantage.^
Worries over the balance of payments seem fictitious
and unjustified in the case of the highly developed indus¬
trial nations,

because they are importing raw materials

rather than finished products.

A higher oil-price is

likely to pressure them to improve their efficiency and
productivity and to curb the inflationary movements that
are creeping into their economies.

The inflationary move¬

ments put pressure on the oil exporting countries'

real

income and as a consequence the purchasing power of their
revenues is seen to decline.

As a matter of fact,

the

oil exporting countries import almost 90 percent of their
requirements of manufactured goods from the highly developed
countries;

thus,

they are forced to maintain their real

incomes by increasing crude oil prices to offset the
decline in their real income.

ATTITUDE TOWARD OIL IMPORTATION AND THE RELATION
WITH OIL EXPORTING COUNTRIES

The vital role that the Middle East and North Africa's
oil is playing in the economies of Western Europe,

John,
Resources Scarcity*

and

"Ideas and Trends: MThe Economics of
Business Week, (May 5 » 1973)» P» 11 •
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Japan and,

in the distant future in the U.

S.,

give

rise to concern over their dependency on foreign oil
sources to provide the basic energy requirements to
maintain and advance their economic growth.

It is fore¬

seen by these countries that the energy policies are
the vehicles by which they can minimize the possible
risks that may occur in the future,
oil embargoes,
nations.

such as the threat of

and production cutbacks in the producing

In view of this concern,

it is worthwhile

taking these countries as cases to illustrate their
current attitudes and approaches towards the oil export¬
ing countries--of particular concern,

toward the Arab

World—as expressed by their energy policies.

A.

The Western Europe Case

Individual countries of the European Economic
Community are trying to unify their energy policies

into

a common energy policy to serve the community collectively,
but so far,

these efforts have led only to recommendations

and guide lines.

Thus,

each country has followed a line

that best fit its needs.

Historically,

the importation

and use of oil had a disastrous effect on coal,

which

was the prime source of energy in these countries;

thus,

coal yielded its dominant position in the enery markets
to oil,
coal,

which has some attractive characteristics over

being more efficient in term of energy content and

utilization,

cheaper to buy,

and having the lowest trans¬

portation costs among the energy sources. The importation

6l
of oil has created structural changes in the industrial
sec:tors of the economies of these countries.

Such pro¬

found changes paved the way for further utilization of
oil and hence expansion in importation.

Some countries

have taken a number of measures to protect their coal
industries.
sumption,

The imposition of heavy taxes on oil con¬

and the establishment of subsidy program for

coal industry were examples of such measures.
They tax gasoline as heavily as most
countries tax whiskey, or to the point where
big cost differences made only proportionately
ti-aty' differences in the final price, -5
The- first attempt towards creating common energy
policy in Western Europe led to the creation of the
European Coal and Steel Community which was established 1952
The efforts were mainly confined to coal.

The different

views and interests hindered the setting of a common energy
policy.

The differences that led to the failure of not

having one common energy can be attributed to the

indif¬

ferent attitudes of some countries.
France, for example, traditionally has
taken an independent position on oil politics
hoping to break What the French see as "AngloSaxon” monopoly. °
Nielsen

47

'

stated that the difficulty in attaining

a common energy policy in EEC is attributed to two factors:

4^Burk,

Op. Cit.,

P.

220.

^Kolbenschlag, Michael, "Oil Crisis Spur Common
Fuel Policy," European Community (Number 4, April 1971)5.17
4?Niel sen, John, "Power:
Product," European Community,

(

Society's Most Consumed
(April, 1973)* p. 8.
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1.

The problem of centralization and coordina¬
tion, coal is in the province of European
Coal and Steel Community (ECSC),. while the
Automic. energy rests with the European Automic
Energy Commission (EURATOM).
Everything
else, including oily natural gas, electricity
and hydroelectric power comes under the 1958
European Economic Community (ECC) Treaty.

2.

The uneven competition in energy led to
distortion In other sectbrs, because energy
makes up a significant portion of the total
cost of most industrial goods—26 percent
in steel, 16 percent in chemicals, 15
percent inrnonferrous- metals, for example.

The ECC was partially successful in creating aware¬
ness for the need of a common energy policy, although it
acknowledged the need to secure supplies of crude oil for
the community.

However,

several proposals have been

initiated within the ECC such as the costly stock-piling
policy which is aimed at having a buffer of oil to meet
65 days supplies and at a latter stage it Has been extended
to cover 120 days.

This policy represents a precautionary

measure against any possible disruption of oil supplies
in the future.

The EEC has forced the international oil

companies to reveal their future investment in the oil
industry:

but;

the international oil companies have shown

strong resistance to disclosure of such information.

"The

treaty of Rome makes no mention of the common energy policy,
but the underlying philosophy of the First Guidelines
for a Common Energy Policy was to apoly the treaty’s prin¬
ciples in the energy sector.
The discovery of oil and gas in the North Sea will

48 Ibid.
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not alleviate the high dependency on oil coming from the
Middle East and North African countriesv
The oil reserves so far discovered v/ould
supply only two years of Mideast Production.
Furthermore, fuel from North Sea promises to
supply 10-15% of European needs by 1980;
The
oil production from North Sea is in no way can
compete with Middle East in term of production
costs.
The technology of off-shore is so
expensive that the capital cost of drilling
average 2Q times higher than those encountered
on land in the Middle East.9
The cost of obtaining the region's oil
is expected to run as much as $2,50 per bar¬
rel of daily production capacity, twenty times
as much as the comparable figures for some
Middle Eastern fields.^
Attitudes Toward Oil Exporting Countries.
belief of having mutual interests,

In the

the EEC is encouraging

constructive cooperation with the oil exporting countries.
The general feeling is to encourage more inter-economic
relations.

The community cooperation should be based on

a recognition of economic interdependence.

"The oil export¬

ing countries tend to have single-product economies which
they would like to diversify.

EEC has an excellent oppor¬

tunity to promote the mutually beneficial exchange of needed
commodities^

for example,

oil for North Africa and the

Middle East,

for the commerce,

economic cooperation,

tise, and capital markets of Europe.

To this end,

exper-

the

Commission has recommended regular contacts with the oil
c1

producers and the negotiation of cooperation agreements."^

^Time Magazine.

(May 14,

1973)»

p. 94.

^Meyer, B. Harold, "Blue Eyed Arabs Scramble for
Riches of North Seas," Fortune. (June, 1973)* P* 145.
^Nielsen, 0_p. Cit.,
l

p.

11.
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The EEC has in mind several arrangements
that would lower the barriers to imports of
agriculture products from Mediterranean coun¬
tries and abolish them altogether on most
goods.
Currently, the EEC imports . about $4
billion worth of petroleum annually from ^he
area, plus other products of equal value.-52
This approach is somewhat flexible and seems to be
in response to the oil exporting countries needs;

thus,

it is likely that will pay off in the future.

18,

International Outlook”,
1972), p. 33.

<

Business Week,

(November
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B.

The Japanese Case

Japan is one of the leading economic powers of our
time, and at the same time,
of oil.

Historically,

one of the largest consumers

the Japanese approach to the oil

exporting countries was somewhat indifferent, but the
growing needs for oil in this country encouraged it to
seek close cooperation with the oil exporting countries
in order to secure its future needs of oil.
The Japanese' policy now encourages coopera¬
tion with the oil exporting countries; also,
it is promoting beneficial economic projects.
It is reported that Japan Combine has offered
a $500 million petrochemical investment in
Saudi Arabia part of long-term oil supplies
deal.53
The Japanese intend to tie up their own
oil supplies by offering their expertise, plus
a high-price market, to the Middle East nations.
The pay-off is coming through already.
Last
week, Saudi Arabia signed a three year con¬
tract to sell 15 million bbl., a year of crude
oil to seven Japanese refiners.
Abu Dhabi
has agreed to supply a Japanese shipping com¬
pany with 700 million bbl.
In addition,
Yoshiro Nakasone, Japan's Minister for International
Trade & Industry, recently asked Saudi Arabia
leaders for favorable consideration of a Japanese
bid for a major oil concession.
Tanaka (Prime
Minister of Japan) is also pushing to revise
Japan's Petroleum Law.
The law is based on
principle of refining at home.
Mideast leaders
told Nakasone that they want Japan's help in
building refineries in their respective countries;
the idea is welcomed by the Japanese

.^

Yoshiro Nakasone made it clear that Japan
pursues a "me-first" policy in lining up oil
supplies for the future.
There'll be no
53

The Oil and Gas Journal,

(April 30,

1973)* P« 90.

^"International Outlook," Business Week,
1973), P. 43 .

(May 26,
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cooperation with the U. S. or Europe in
balancing the supply of oil to the world of
the three largest markets.-5-5
Japan's approach is unique in meeting the producing
nation's demands for greater control over their crude
oil resources.

Japan,

too, acknowledges that it would

be unrealistic and prohibitively expensive to try to
reverse the trends toward greater dependency on oil
importation.
The Japanese approach is likely to succeed and pay
off because of the following factors:
1.

Flexibility.
Japan's approach seems more
flexible and accomodating to the needs of
the producing nations; hence, Japan
encourages close cooperation with these
countries; further, Japan offers to help
them both financially and provide
technicians.

2.

Sensitivity.
Japan's approach seems to
reflect sensitivity to the political
realities of the region and the desire of
the producing nations to control their
natural resources.

3«

Close Cooperation with the Government.
There is close cooperation between Japan's
government and the Japanese private oil
companies.
The Tokyo government provides
loans and investment capital to com¬
panies for oil exploration and
development and these need not be
repaid if the venture fails.5°

Japan Dependency On Arab Oil.

The Arab oil is playing

an increasingly important role in the economy of Japan.

^Qil and Gas Journal,

30,

(May 21,

"The Scramble For Resources",
1973)» P. 61.

1973)» P* 81.
Business Week,

(June
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In fact,

the Arab oil has provided Japan with a cheap

source of energy and raw material for its industrial
growth.

Japan, by combining a cheap source of energy

and low labo r

costs is able to achieve a powerful

competitive position against the major trading nations
in Western Europe and the U. S.
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C.

The United States Case

The U. S. represents a somewhat unique case in oil
relations because the U. S. for a long time had been
self-sufficient in crude oil.

In fact,

in the early

stages of the oil industry, and up to the 1950's,

it

exported crude oil to many countries all over the world.
Today,

the U.

S.

oil in the world.

is the largest producer and consumer of
However,

the incessant increase in

demand and the inability of the domestic crude oil reserves
to meet her ever-growing consumption is creating a
potential gap and shortages in oil and oil products sup¬
ply to meet local demand.

It is foreseen also that the

U. S. will depend on foreign oil supplies to meet its
future requirements.

The U. S.

is under local pressure

to limit its dependency on foreign oil and to find an
alternative source of energy.

The energy policy was

foreseen to be the vehicle for achieving these goals.
The Emerging of The U.

S, Energy Policy.

The grow¬

ing shortage of oil, and the highly political climate of
the international oil industry exert pressure for a plan
that will seek the minimization of dependence on foreign
oil'and at the same time encourage the development of
local energy sources.

The shortage of oil was the major

reason for abolishing the quota system which was imposed
on importation of foreign oil to the U. S. market.
The problem with the U. S. current policy and parti¬
cularly the section which deals with oil importation,

is
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that it ignores the political realities in the oil pro¬
ducing countries and the current attitudes toward U. S.
foreign policy.

Further,

the present policy is based on

commercial considerations which do not prevail in the oil
producing countries, which tend to give oil a large num¬
ber of political,
Consequently,

economical and social considerations.

it is doubtful whether it will accomplish

its objectives in relation to oil importation,

unless a

change takes place in U. S. foreign policy.
U. S. Attitudes Toward Arab-Oil Exporting Countries.
The discovery and exploitation of crude oil resources
in the Middle East and at a latter stage in North Africa
was a threat to the U. S. domestic producers because of
the comparative advantages of the Middle East:

lower costs

of production and the lower capital investment required.
The strong competitive stand of the Middle East oil was
a threat to the U.

S. oil industry, and,

oil supplies to the U. S. market,
imposed.

to curtail foreign

the quota system was

The quota was effective in curtailing the foreign

oil supplies to the U. S. market.

Historically,

the majors

took the first measure to protect U. S. oil industry by
imposing high prices on the Middle East oil,
tie with the U.

through a

S. oil prices which were higher than

those of the Middle East,

but the increasing price of U. S.

oil was the major factor in their separation.
The imposition of the quota system had an adverse
effect on some U. S.

industries.

For example:
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The petrochemical industry has clearly
worsened its raw materials position both abso¬
lutely and in relation to European and Japanese
competitors.
Another by-product of the manda¬
tory quota has been an intensification of the
movement of U. S. oil companies giants into
the petrochemicals business.
They permit
petroleum companies to value the crude oil
and downstream products in artificially high
prices, they force the real materials costs of
the petrochemicals producers higher than would
be in a free market environment.57
U.

S. current attitudes toward oil exporting countries

have emerged largely from the inability of the local
oil production to meet the domestic demand, which is
growing rapidly, and the economic fear of dependency on
foreign oil supplies.
The U.

S. approach is characterized by its rigidity

and insensitivity to the aspiration of the oil exporting
countries.

In comparing the U. S. current stand versus

that of Western Europe and Japan,
the main weaknesses in the U.

it is possible to see

S. position:

1.

It is less flexible and does not take into
consideration the needs of the oil export¬
ing countries, such as greater control
over their oil resources.

2.

It undermines the political reality in the
producing nations; further, U. S. foreign
policy is inconsistent with the policies
of its international oil companies.
In
fact, the U. S. international oil companies
are being hurt by the policies of their
government.
The nationalization of a U. S.
independent oil company in Libya is a case
in point.

^The American Petrochemical Society , The Shrinking
World of Petrochemical , A. C. S. & E. D. of Cl. T7 U7
(Toronto, Ontario, Canada, 1970), p. 4.

71
3.

There is .ro
cooperation between the U. S.
Government and its international oil com¬
panies, which are responsible for a great
share of the world oil production and
marketing.

4.

There are persistent and expensive efforts
to try to reverse the trend toward greater
dependence on oil imports.
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Appendix

Figure I

Where the Mideast
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Table I
. — Western Europe: Consumption of Energy and Dependence on Arab
Oil, Selected Years, 1955-68

Thousands of Barrels Daily of Oil Equivalent
1955
Nuclear energy .
Hydropower.
Coal .
Natural gas .
Oil.

968
8,855
108
2,791

1960

1965

1,408
8,377
244
4,393

125
1,802
7,929
431
7,607

1968

215
1,933
6,904
921
10,433

Arab oil

1,686

2,511

5,195

7,361

Other oil

1,105

1,882

2,412

3,072

14,422

12,722

Total

17,894

20,406

Percent of Total Energy Consumption
Nuclear energy .
Hydropower.
Coal .
Natural gas .
Oil .

0
7.6
69.6
0.9
21.9

0
9.8
58.1
1.7
30.4

0.7
10.1
44.3
2.4
42.5

1.1
9.5
33.8
4.5
51.1

.

13.4

17.4

29.0

36.1

Other oil.

8.5

13.0

13.5

15.0

Arab oil

Total.

100.0

100.0

100.0

100.0

Table 2
•

— Japan: Consumption of Energy and Dependence on Arab Oil,
Selected Years, 1955-68
Thousands of Barrels Daily of Oil Equivalent
1960

1955

Hydropower
Coal . . . .
Natural gas
Oil.

364
954
16
677

295
711
3
235

1968

1965

460
1,130
50
2,820

438
992
42
1,771

Arab oil

11 0

4*13

i.c>41

1,638

Other oil

126

234

730

1,282

1,244

Total

3,243

2,010

4,460

Percent of Total Energy Consumption
Hydropower.. .
Coal.
Natural gas .
Oil.

23.7
57.2
0.2
18.S

10.3
25.3
1.1
63.3

13.5
30.6
1.3
54.6

1B. 1
47.5
0.7
33.7

v

.

8.8

22.1

32.1

34.5

Other oil.

10.1

11.6

22.5

28.5

Arab oil

Total.

Source:

100.0

100.0

100.0

U. S. Department of Interior,

100.0

(October,

196?)
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Table 3
- Trend* In the American Ownenhip of World Crude Oil Production, 1960, 1960 and 1967

Area

American

Total
(thousand
barrels
daily)

1967

1960

1950

(thousand
barrels
daily)

American

Total

(percent
total)

American

Total

(thousand
barrels
daily)

(thousand
barrels
daily)

(percent
total)

(thousand
barrels
daily)

(thousand
barrels
daily)

(percent
total)

Western Hemisphere:
United States . . .
Canada .
Venezuela.
Other.

5,407
78
1,498
465

5,115
38
778
107

94.6
48.7
51.9
23.0

7,035
530
2,846
867

6,650
330
1,928
198

94.5
62.3
67.7
22.8

8,810
975
3,542
1,330

8,255
694
2,497
327

93.7
71.2
70.5
24.6

Total.

7,448

6,038

81.1

11,278

9,106

80.7

14,657

11,773

80.3

Western Europe . .
Africa.
Middle East ....
Other.

41
45
1,755
237

12
10
797
61

29.3
22.2
45.4
25.7

288
280
5,238
572

92
5
2,956
282

31.9
1.8
56.4
49.3

387
3,106
9,952
818

150
1,558
5,552
419

38.8
51.7
55.8
51.2

Total.

2,078

880

42.3

6,378

3,335

52.3

14,263

7,679

53.8

FREE WORLD (excl.
U.S.).

4,119

1,803

43.8

10,621

5,791

54.5

20,110

11,197

55.7

FREE WORLD (incl.
U.S.).

9,526

6,918

72.6

17,656

12,441

70.4

28,920

19,452

67.3

-

-

3,307

-

-

6,390

-

-

6,918

66.3

20,963

12,441

59.3

35,310

19,452

Free Eastern Hemisphere:

.

910

TOTAL WORLD . . .

10,436

Soviet Bloc

Source:

U.

Department of Interior,

(October,

55.1

1967)
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CHAPTER III
THE MAJOR FORCES OF CHANGE

The structural changes that have already taken place
in the international oil industry are a function of poli¬
tical and economical,

as well as social influence.

These

influences have affected the entire oil industry in many
respects.

Change has come about largely from internal

and external influences that are inside and outside the
domain of the oil exporting countries.

The internal

influences are represented by the significant changes
in local social, political, and economic institutions;
however,

the revolutionary progressive movements in the

Arab World have been accompanied by rapid,

complete, and

violent changes in the social, political institutions'
structure, governmental policies and social-political
leadership.

The external influences are represented by

the culture borrowing which is represented by the adop¬
tion of ideas and technology,

largely from the West.

The impact of the internal and external influences has
been the change in the traditional societies'

structure.

The structural changes have manifested themselves in
many ways.
The awareness of oil politics in the oil exporting
countries,

the emergence and growth of the Independent

oil companies in the oil industry as well as the expansion
of the Soviet Union's influence in the strategic region
of the Middle East have all, to a large extent,

undermined
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the very structure of the international oil industry.
Further,

the emergence of ambition and conflicts between

the concerned parties in the industry has contributed
to awareness of and sensitivity to differences and,

at

the same time, minimized the awareness of similarities.
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SECTION ONE:

THE POLITICAL FORCES

The political aspects of oil were not known in the
past in the oil exporting countries.
ignorance,

the colonization era,

The state of

the lack of education,

communication and organization resources have contributed
to maintenance of the 'Status quoHin these countries.
However,

the increase in oil receipts paid to the govern¬

ments of the oil exporting countries and their spendings
have been accompanied by intellectual and economic pro¬
gress, and awareness of the oil politics which started
to emerge gradually and over a period of time.

The out¬

come of this awareness was the appreciation of the poli¬
tical aspects of oil and the possible use of this aspect
to enhance the oil exporting countries' ability to bar¬
gain.

In addition,

the awareness of oil politics has

created a dissatisfaction with the operations of the
majors in their contemporary forms.
The Role of The Majors In Changing The Course of
Events.

The majors can be considered the shock that

stirred the stagnant economies of the producing countries
in the Middle East.

As already mentioned,

the majors

possess a tremendous power far beyond the oil exporting
country's ability to influence, maneuver,

or to control.

The interaction of the majors with the oil exporting
countries has been the impetus for economic,
changes.
tribution,

To fully understand the majors'

political

positive con¬

it is necessary to examine first their sources
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of power,

which were factors in creating political as

well as economical awareness in oil affairss
1.

It has been said that Western Europe influ¬
ence has paved the way for the entrance and
establishment of the majors in the region;
the majors have been awarded long-term oil
concessions.
These oil concessions gave
them the exclusive rigths to exploit oil
resources in return for a small share in
oil revenue, which took the form of
royalties and other expenses.
Most impor¬
tantly, the major concessions were given
at a time when the oil exporting countries
were under the direct influence of Western
Europe.
This point remains as a link
between the majors and the Western influ¬
ence, which in due time has been exploited
by the government of the oil exporting
countries to generate public hostility
against the majors.

2.

The oil concessions given to the international
oil companies, were granted by backward
rulers and governments which did not know
what they were doing because of the pre¬
vailing ignorance.
Hence, the highly
sophisticated, powerful oil companies were
able to manipulate the course of events.

3.

The structure of the international oil
industry gave the majors a tremendous
power of many kinds in deciding the poli¬
cies of oil industry without prior consulta¬
tion with the oil exporting countries'
governments.
The oil exporting countries'
governments have been unable to interfere
because they lacked the basic information
and necessary knowledge about the opera¬
tions of the majors in their prospective
countries.
This state of secrecy is still
being maintained by the international oil
companies.
This policy is likely to create
irritation in the producing countries and
it may breed hostility and antagonism
toward oil companies.

4.

A dangerous trend has started to emerge in
the oil exporting countries, because of the
over-reliance on the oil sector to provide
the governments' revenue.
In fact, it
reached between 80-90 percent in most oil
producing countries.
The high dependence
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on oil's revenue and foreigners have
created a feeling of desperation and it
further increases the dislike of foreign
oil companies.
5*

The majors' interests were considered to
be best served by maintaining the 'fetatus
quo"in the oil producing countries, and
particularly the political aspects.
Thus,
the majors digressed from their purely
economic objectives to political ones.
They bribed corrupt rulers and governments,
hence, they were associated with corrupted
regimes.
The outcome of this association
was the undermining of their corporate
image.

6.

They shared the region among them, hence,
eliminated fair competition from bidding
for oil concession and exposed the coun¬
tries interests to unfair bargaining and
exploitation.

7.

The arbitrary price-setting, the majors'
power over the oil industry was unchal¬
lengeable.
They were in a position to
set oil prices and production levels with¬
out consideration of the oil exporting
countries' needs.
This power has been
allegedly abused and used against the oil
exporting countries’ interests.
The clash
over pricing was the main factor in the
creation of OPEC.

8.

It has been the policy of the majors to
build their refining capacity in the oil
importing countries, thus deprievin g the
oil exporting countries not only of more
needed revenue, but also of an important
growth point for their industrial development.

9.

The majors have acted to best serve their
interests which may conflict with those of
the producing countries.
Moreover, the
majors have been the vehicles by which
their rome-governments carried their influ¬
ence and discrimination against some coun¬
tries, such as the Communist bloc where by
refusing to sell oil to these countries,
the majors deprieved the oil exporting coun¬
tries of additional needed revenue.
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10.

The fear of undersirable political upsurge
as well as economic power in the Arab
World is a source of concern for the West’s
interests in the region.
"The movement for Arab unity is
believed to threaten Western oil sup¬
plies, and it is thought by many
that the oil producing state must be
kept out of a unified Arab nation,
by force if it is necessary."1

11.

The policies of the majors in some cases
have underestimated the Arab sensitivity.
The acquisition of oil concession in
Algeria prior to independence by the Standard
Oil Company is a case in point.
The Arab
regarded it as tantamount to taking sides
with the French in their war against the
Algerian nationals.

Up to now,

the discussion has been focused on the

causes that led to the growing political grievance against
the majors and their operations in the Arab countries.
The contemporary confrontation can be explained further
in terms of the psychological feelings that are prevail¬
ing in the region.
Most governments of the oil exporting countries and
their people have feelings of being exploited in one way
or another by Western Influence.

Most of these attitudes

lie deep in grievances inherited from the colonization
era and in bitter feelings of inferiority which are
directly traceable to the wide disparities between the
highly developed countries and the less-developed in terms

Leeman, A. Wayne, The Price of Middle East Oil:
An Essay On Political Economies. Cornell University
Press, 1962, p. 235*
2Hirst,
Middle East.

David, Oil and Public Opinion in The
Faber & Faber Ltd., London, i960, p. 28.
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of standard of living and technology.

The sense of

exploitation was a major reason for hostility towards the
majors.
The interaction of political,

and psychological

factors led to the nationalization of the majors'
ests in Iran in 1950's,

inter¬

but this measure was self-

defeating because of the power of the majors over the
international oil industry.
a serious,

The Iranian failure became

strong warning against such action for the

oil exporting countries.

The instant success of the

majors created a deep-seated suspicion,

and more bitter

feelings against them.
Unfortunately, the hostile attitudes toward the
majors had been labeled in the West as being irrational
and narrow thinking with no further attempt to analyze
them,

or else it was assumed that the source of trouble

lay with the militant ruler.

No constructive efforts had

been made to understand the underlying conflicts that
exist between the majors and the oil exporting countries
or with the West at large.

By encouraging knowledge of

the ideological basis of the current attitudes that pre¬
vail in the oil exporting countries,
ing would have been reached.

a common understand¬

I feel the basis of these

attitudes contain the seeds of conflicts.

Instead of

labeling the current attitudes irrational or inconsistent,
as some people say,

they should instead attempt to analyze

them if the objective is to reach constructive solutions
of mutual benefits for the concerned parties.
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The evolutionary and revolutionary changes that have
swept the area in the last decade have created two poli¬
tical approaches in dealing with the international oil
companies.

The revolutionary approach is aggressive in

its demand for more control and revenue,

in addition,

it

wants an immediate nationalization of oil industry in the
Arab World* this approach is advocated by Libya, Algeria,
and Iraq.

i'he other approach is rather conservative,

moderate in its demand,

and pressing for less severe

measures against the international oil companies.

Also,

it sees that participation in the ownership of production
facilities is the alternative to nationalization.

Although

it may seem that the two approaches are in conflict and
irreconcilable,

it is felt it would be wiser for the West

to deal with the conservative approach? but,

in fact,

this may be an ;und^Festimation of the conformity among
the Arab countries.

The crises of 1956,

are cases in point.

In addition,

196?, and 1973

the conservative regimes

are under local and external pressure to conform.
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SECTION TWO:

THE ECONOMIC FORCES

The economic development that is taking place in
the oil exporting countries is largely financed by oil
revenue.

The governments'

spending of these revenues

help to stimulate their economies and create drives for
industralization;

consequently,

oil has acquired a

special place and unusual attention and it becomes the
basis for infrastructure.

The receipts from oil have

helped governments to carry out major role in moderniza¬
tion of their economies as well as governmental admini¬
stration.

The economic development has paved the way

for political awareness, and hence, a base is being
established to create a power structure that can be used
to make the majors yield to the demand of the oil export¬
ing countries.

However,

the political forces cannot be

applied successfully without the back-up of economic
forces.

The Iranian problem was a case in point; the

Iranian case illustrated a situation where the political
forces were strong while,

on the other hand,

the economic

forces were weak.

If oil exporting countries are to

achieve influence,

they should strike a balance between

the political and the economical forces.

The balanced

combination of these forces in Libya has resulted in succes in making the international oil companies yield.

A Brief Historical View.

In the economic classifi¬

cation of countries in terms of their economic development,
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the Middle East and North Africa are considered to be
less developed areas

.

This implies that the means

of production are somewhat primitive and the economic
activities are geared from hand-to-mouth.

The stagnation

of their economies can be explained in terms of a lack
of the essential elements for economic growth,
capital,
labor.

technology,

such as

natural resources, and skilled

However, when oil was discovered in huge quanti¬

ties and the demand for it increased rapidly, new oppor¬
tunities

emerged for economic expansion.

It should

be acknowledged that the majors have played the role of
agent of change; through their spending they helped to
stimulate the economies of the producing countries.
Also,

the majors have provided the local enterprises in

the producing countries with a new model and approach to
management.

The oil receipts made available through oil

exportation have helped the producing countries to import
manufactured goods and machines to modernize their
economies.

The outcome of such efforts has been the

increase in per capita income and likewise in the standard
of living.
The government of the oil producing country has
assumed a major role in carrying out economic planning
and long-term economic development projects.

Of consider¬

able importance is the economic planning process itself;
the long-term planning is mostly dependent on oil revenue
and any fluctuation in these revenues is likely to dis¬
turb the long-term planning and consequently leads to friction.
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The Contribution Of The Indigenous Oil To Economic
Development.

Beside the direct contribution of oil

revenues to the advancement of economic growth,

oil has

contributed directly to the economic development in the
oil producing nations by providing them with a needed
source of energy.

Historically,

the oil exporting coun¬

tries have used non-commercial sources of energy such as
firewood, vegetable waste and so on,

but however,

there

is a growing tendency and shift toward oil utilization.
It is foreseen that there will be significant reliance
on oil to satisfy their energy requirements for the future.
Through utilization of oil domestically£

these countries

can raise their economic activities and increase their
economies*productivity.

Ever since,

oil was foreseen

to support modernization and industralization of these
countries•
The availability of indigenous oil and other sources
of production may promise the advancement of standard of
living, as new wants will emerge and their fulfillment
can only be made possible by oil exploitation.
It is extre-mely hard to separate economic and poli¬
tical aspects in the Arab World because of the strong
tendency to combine them.
The Interaction of The Political and Economic

^ Forces.

The interaction of the political and economical forces
in the Arab World is rather unique because of the tendency
in Western Europe and the U. S. to create dissention and
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separate the two.

However,

the interaction of these

\)

aspects xrrthe:past was not balanced because of the dominance
of the political considerations and the relative weak¬
ness of the economical aspects, but,

the economic forces

are growing rapidly to a position equal to the political
ones.

By combining these forces some Arab oil producing

countries are able lately to achieve a direct influence
on the international oil companies.
The decline in Western influence in the region was
accompanied by growing feelings of nationalism, and the
political-economic climate has been saturated with strong
desires to assert sovereignty and control over the opera¬
tions of the international oil companies.

Furthermore,

some of the Western Europe countries'policies helped to
create and stimulate those nationalistic feelings,

and

these feelings became a standing threat to the West's
interests in the region.

As a matter of fact,

the

nationalistic and anti-Western feelings have become a
powerful force on the country’s side,

and it has been

used to generate hostile feelings toward the international
oil companies.
Imperialism has been one of the most highly
charged words in the Arabic language, and all
that it stands for, has entered into the very
culture of the people, and colored their
thinking on all the more particular issues,
such as the oil industry.3

^Ibid., p.

18.
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The increasing power of the oil exporting countries
has been accompanied with a decline in the theoretical
power of the international oil companies.

The individual

power of the oil exporting countries have been channeled
to OPEC which has become an extremely powerful group in
the international oil industry.
The dramatic confrontation thoroughly
demolished the historical balance of power
between the big corporations and the developed
nations that supply 90 percent of the petro¬
leum exports in the non-communist world.
The Emerging and Growing Role of The Soviet Influence.
Considerable attention has been devoted in recent years
to the penetration of the Soviet Union’s influence in the
oil industry and in providing technical help as well as
financial credits for the construction of oil refineries.
The Soviet Union's influence has been directed to underminig the historical power of the West in both the oil
exporting and importing countries.

The Soviet Union's

major interest is to achieve foothold influence in the
strategic region of Middle East.

The interest of the Soviet

Union arises from its willingness to advance credit and
technical assistance for oil industry projects in developed
nations.^

The growing number of the state controlled

refineries built with Soviet help could thus prove to be
a major political and economical embarrassment,
A

Breckenfeld, Gurney, "How The Arab Changed The Oil
Business," Fortune. (August, 197l)» P» 24.
^Odell, R. Peter, The Economic Geography Of Oil.
Frederick A. Praeger Inc., 1963» F* ^5•
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not only for international oil companies with their head¬
quarters in United States and Europe,

but also for the

governments of these countries, which would oblige to
support the commercial interests of the companies in the
event of conflict with the interests of the country in
which they are operating.^
Soviet influence,

however,

has expanded to more oil

exporting as well as importing underdeveloped countries.
Existing refinery capacity is usually owned by the private
integrated companies that have their crude supply and
will not give access to Soviet oil.
however,

The Soviet Union,

started to build refineries as part of the govern¬

ment sector of the economy.?

This kind of assistance is

aimed at breaking the monopoly of the majors over the
downstream operations and providing the underdeveloped
countries with an alternative.
It should be acknowledged that the motives behind the
Soviet Union’s help can be attributed to two factors; the
first is political,
Economically,

and the second, rather economical.

more imports provide a cushion in meeting

Soviet-bloc oil requirements when there is a shortage in
planned Russian crude output.

This happened last year

and is likely to occur again this year.

Politically,

Soviet oil imports offered concrete assurance that

6Ibid.. p. 129.
'Campbell, W. Robert, The Economics of Soviet Oil
and Gas. The Johns Hopkins Press, Baltimore, Maryland,
1958, p. 242.
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developing countries which unilaterally nationalized
foreign oil interests will have a place to market their
"hot" crude in the communist world.

Russia's strong sup¬

port of Iraq's take over of Iraq Petroleum Co., last
June has been cited by the Soviet press as an example of
the assistance of other Asian, African, and Latin American
o

nations can expect if they follow suit.
There is no indication that the Soviet Union's
influence and its expansion of financial credits as well
as political help to the oil producing and importing
nations is likely to lessen.

Now,

the Soviet Union’s

influence is expanding to many countries and this may
constitute a threat to the West's vital oil supplies and
interests.
The impact of the Soviet Union on the international
oil industry is that it has provided an alternative for
the Western oil companies; thus it encourages indirectly
the oil exporting countries to take drastic upsetting
measures against the international oil companies, which
were considered before as difficult to implement.
The Question of Nationalization.

The ambition to

control the activities of the international oil companies
in the oil exporting countries is very strong, but no
single country was prepared to undertake such a measure.
Nationalization of the international oil companies'
tions was attempted by Iran in 1950's,

^The Oil and Gas Journal,

opera¬

but it failed

(April 30,

1973)» P* 9^.
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because of the inability of the government to run the
industry.

The government drive to assert its sovereign

power was a major force behind this measure.

In the

past nationalization was difficult to carry out because
of the following reasons:
1.

The political influence of the West was a
determinant factor.
The international oil
companies enjoy the support of their homecountry government.
Some producing coun¬
tries were under the indirect influence and
rule of the West.

2.

On the other hand, the oil exporting coun¬
tries are heavily dependent on oil revenue
to provide them with needed foreign exchange
to finance their economic development
projects.
In addition, they lacked the
technical skills required to administer
the industry successfully.
Furthermore,
these sources were monopolized by the
majors.

3.

The domination of the majors was a decisive
factor.
The seven international firms (the
majors) dominate the international petro¬
leum industry; they produce over half of
the world's crude oil and refine 85$ of
that production outside the United State
and Soviet Union controlled areas.
They
are responsible for almost 90$ 6f the out¬
put in the Middle East and over 90$ of the
output of Venezuela.^

4.

The structure of the international oil
industry was a significant factor in
blocking the ways for small oil companies
to enter the industry.
When Iran nationalized
its oil industry, it was faced with the
problem of finding market outlets; most of
these outlets were captive in the hands of
the majors.
The "As Is" agreement was
formed by the international oil companies
to coordinate their operation and dis¬
criminate against outsiders. u

9

Penrose, Edith, The Growth Of Firms, Middle East
Oil and Other Essays. Frank Cass & Ltd., London, 19?1» p.

pp.

■^D. John Cadury,
30-31.

World ^etroelum,

(December,

1932),

140.
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By virtue of this agreement the majors
controlled all oil industry phases.
5.

The lack of capital was a predominant fac¬
tor; most of the oil exporting countries
lack the capital necessary to build their
oil industry.
It is widely known that the
oil industry requires a huge capital invest¬
ment .

6.

The majors were the only operating com¬
panies in the industry.
No country has a
monopoly on the world oil supply.
This
situation however, changed, and the oil
exporting countries have diversified their
oil concessions to include the Independent
oil companies and the national oil com¬
panies of the oil exporting and importing
countries.

The foregoing factors made it difficult for any
country to nationalize the operations of the international
oil companies in the past, but the changes that have
taken place in the oil exporting countries,

and the inter¬

national oil industry in one way or another have alleviated
the obstacles to such a measure.
has been carried out in Algeria,
Libya.

In fact, nationalization
Iraq, and partially in

The question may arise of why an oil country

nationalizes the operations of the international oil
companies in its territory.

The following explanations

may provide some answers to this:
1.

The importance of international oil com¬
panies and their positive contribution to
the increase of the national income of the
oil producing countries is by no means
acknowledged, but the political forces and
pressure from the general public are
stronger than the economic rationales.
There is a large wide-spread
suspicion of foreign firms in all
countries in which they have an
important place in the economy, even
in countries where they are welcomed
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by government and received reasonably
cordially by the financial community.
Some of the suspicions is evolved
by the presumed political implica¬
tions of extensive foreign influence
in the economic influence, some of
it arises from fear and dislike of
foreign economic control of the
country, and some of it rests on the
belief that powerful foreign group,
exploit the country in the sense
that they make and retain for them¬
selves "too much" profits on the
expense of local economy.
2.

The total dependency on foreigners to run
the domestic oil industry is creating a
feeling of dependence and frustration
because of the country’s incompetence in
running the industry.
Further, the sovereignty
of the state may suffer from the operations
and policies of the majors.

3.

fhe oil exporting countries want to exercise
control over their natural resources and
set priorities for their use.
Although it is usually claimed
that these priorities serve economic
ends, they are sub-served to poli¬
tical calculators. ^

4.

Although it is denied by them, the oil export¬
ing countries want to maximize their oil
revenues in the belief that their oil
sources are likely to deplete in the
future.

5.

The pro-industrialization feeling is strong
in the oil exporting countries.
Their
objectives are to diversify their single¬
product economy, and it is anticipated
that oil will provide the necessary base
for such an objective.

^-Penrose, Edith, "The Growth of Firms, Middle East
Oil and Other Essays", Ojd. Cit., p. 140.
12

Tanzer, Michael,
The Political Economy of International
Oil and The Underdeveloped Countries,
Beacon Press,
Boston, 1969> p. 57.
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6.

Nationalization may not be a triumph for
the oil exporting countries, but the national
pride and the feeling of independence
from foreign control may justify this
action.

Is Nationalization Of The International Oil Companies
Unavoidable?

Nationalization is a difficult measure to

resort to at present in the oil exporting countries, but
the political factors are pushing towards this end.
However,

the political factors have been kept under con¬

trol since the crises of 1959 and 1967 in the Arab World.
The difficulties in predicting such measures comes from
the unpredictalbe nature of the political decisions which,
in my opinion, will decide them.

Some people suggest that

nationalization will come when the producing countries
have the power to run a big enterprise.
The pace and timing of nationalization
probably depend not so much on the whim of
fanatic rulers or the passions of the strange
Middle Eastern form of socialist politics, as
upon how fast each producing country can learn
to manage a large oil enterprise* ^
It is my belief that the future of the oil companies
in the oil exporting countries will be decided by political
considerations rather than rational economic necessity.
The policies and attitudes of Western European countries
and particularly the United States'

current attitude

toward the Arab World will decide how far and to what
extent their interest will suffer nationalization and
other oppressive steps.

13 Breckenfeld, Op, Git.

p.

115.
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The Impact of Nationalization on The Oil-Markets*
Nationalization of the international oil companies'
production facilities in the oil exporting countries is
an extreme measure to resort to at present,

but as

already mentioned there is a strong impetus for such a
measure in the Arab World.

Now,

should a joint-national¬

ization of the international oil companies'

production

facilities occur in the Arab World, what would be the
consequences of such a measure on the oil-market structure?
It should be remembered that there will be wide reactions
on the political as well as the economic fronts.
main concern however,

My

is related to the impact of such a

measure on the industry itself.

Consequently,

cussion will be limited to this aspect.
Ministery of Petroleum in Saudi Arabia,

the dis¬

Mr. Yamani,1^
suggests the

following consequences:
1.

Nationalization of the majors' upstream
producing properties would inevitably
deprive the majors of any further interest
in maintaining oil price levels.
They
would then become mere offtakers buying
the crude oil from the producing countries.
Consequently, their interests would be
indentical with those of the consumer.

2.

Related to the previous point, pressure
will be brought to bear to drive crude oil
prices down.
This pressure, however, may
result from the fact that oil producing
co untries will become involved in a com¬
petitive production race.
As a result of

*^Yamani, Z. Ahm®d, "Participation Versus Nationalization*
A Better Means to Servive," Mikdashi M. Zuhayr, Cleland
Sherrill, and Ian Seymour, Continuity and Changes in The Oil
Industry. The Middle East Research and Publisher Centre,
Beirut, Lebanon, 19?0, pp. 214-215*
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that, a dramatic collapse of the pricestructure will occur, which eventually
might have a disastrous effect on the oil
exporting countries' economies and political
life.
Financial instability would envitably
lead to political instability.
3.

Consumer countries would be the ultimate
beneficiaries because they would pay less
for their crude-oil imports* but in time,
they would be hurt, because eventually, the
producing countries would have no alternative
but to form a cartel, and a cartel would
be a disaster for the consumers.

Professor Adelman* 1^ is in agreement with what Mr.
Yamani asserts about the impact of nationalization on the
oil markets.

He suggests that,

the consuming countries

can have low costs and security only by making a clean
break with the past.

The international oil companies

should be gotten out of crude oil marketing,

but allowed

to remain as producers, under contract, and as buyers of
crude oil to transport,
The real owners,

refine and sell as products.

the producing nations, must then assume

the role of sellers.

They should be assisted in keeping

the price of crude oil down.

But,

he admits,

only minimize conflicts and confrontation;
to avoid them.

James R. Adams,

lA

that would

it is too late

on the other hand,

agrees with Professor Adelman that national takeover of
production would increase the supply and lower the price
of oil, but he thinks,
drastic proposal,

however, that

. > Adelman's

for accelerating this trend,

more

of forcing

■^Adelman, m. A., "How Real In The World Oil Shortage,"
The Wall-Street Journal, (February 9» 1973)» P» 10*
1A

Adams, P. James, "The Great Debate on Oil Shortage,"
The 'Wall-Street Journal, (April 10, 1973)» P« 20.
1
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American companies out of overseas production is poli¬
tically not feasible and unnecessary.

It might seem

the gravest heresay to suggest that nationalization
could work to American interests.
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SECTION THREE:

THE INDEPENDENT OIL COMPANIES

The ever growing importance of oil, the rapidly
growing demand for it on a world-wide scale, and the
lucrative profits realized by the majors have motivated
new comers to enter the oil industry.

In addition,

the

growing dependency on foreign oil has created concern
over its supplies.

In fact,

some Western European coun¬

tries have been stirred to seek means by which to secure
their oil supplies.

Italy, was the first Western European

country to pioneer a new era in emergence of the Independent
oil companies which are private/public owned companies.
This idea finds incitement from other Western European
countries such as France,

Spain,

West Germany, and Belgium.

These countries have followed Italy's lead and established
their own national oil companies.

The U. S. Independent

oil companies have also joined the movement.

This new

phenomenon that has emerged in the international oil
industry has started to grow and gain power and has con¬
stituted a threat to the majors' power and influence not
only in the oil exporting countries, but also in the oil
importing countries to which it has expanded.
however,

The majors

have used all possible methods to deter non-

conforming companies.^
The Independent oil companies' philosophy comes in
response to the changes that have already taken place in

l?Middle East Economic Survey,
p.

7.

( Beirut 14 June,

1958),
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the oil exporting countries.

Hence it is more susceptible

to the aspirations of these countries.

No wonder,

in

this stride the independents have found strong encourage¬
ment and cooperation from the producing countries.

The

philosophy of the Independents is best applied by the
Ente Nazionali Idrocarburi (ENI) of Italy.

It has a

philosophy of its own which is inconsistent with the
/

majors'

busines philosophy.

However,

this philosophy is

best described by the late Enrico Mattei:
The fresh outlook of ENI's acceptance of
realities of the new political situations,
created by the emergence of the underdeveloped
countries from their state of political sub¬
jection into one of independent.
From this point I consider ENI's formula
not so much as a reasons for a company to
penetrate into some of the most sought of
oil-bearing region, but rather as an identical
steps toward a more lasting relationships
between oil producing and oil consuming
countries. . . .
As the ultimate responsibility for oil
operation passes gradually over to the state,
whether producers or consumer, it is the states
themselves which are becoming the real protagonizer as the chance of compromise of interests
with frame-work of agreement between the major
international companies fade, favorable circum¬
stances are being created for setting up a new
system based on cooperation between producers
and consumers nations.
The new approach has provided an outlet for the
frustration of the oil exporting countries due to their
inability to exercise direct control over the majors'
operations.

It also, promises downstream operations.

Furthermore,

it accepts the governments of the oil

■^World Petroleum,

(February,

1961), p.

70.
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producing nations as partners,

a right which has been

denied to these countries in the past.
The success of this approach can be further explained
in terms of:
1.

The Independents' unique philosophy of
doing business in the industry; their
approach is a radical departure from the
traditional way of doing business in the
industry which has caused dissatisfaction
in the oil exporting countries.
This
philosophy is more flexible and puts empha¬
sis on the role of the oil exporting
country's government in the management of
oil operations and ownership of natural
resources.
It would have been impossible
for the Independents to achieve success if
they had adopted the majors' philosophy.

2.

It reflects the sensitivity to the major
changes that have taken place in the oil
exporting countries, and the willingness
to be integrated within the economies of
these countries.

3*

The Independent oil companies have provided
attractive terms to the producing countries
such as a big share in profits.
In fact,
the independents have broken the tradi¬
tional 50/50 profit-sharing formula with
a more attractive one, that is the 75/25
formula.
In addition, the oil concessions
are very flexible and of short-duration
in comparison with the old oil concessions,
which were rigid and of longer-duration.

4.

The independent oil companies have given
the oil producing countries' governments
a strong position in management of the
jointly-owned operations.
This is likely
to relieve the feeling of being exploited
by foreigners which is likely to emerge in
a situation where foreigners have control
over a very sensitive industry in an economy.

5.

The independent oil companies have identi¬
fied themselves as closely as possible
with the countries in which they are
operating.
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The successful initiatives taken by the Independents
have encouraged other countries such as Japan and
Argentina to establish their own national oil companies.
The Independents are not vertically integrated companies
and their operations at present are confined to upstream
operations, and to some extent,

downstream operations,

too; but some of them are growing toward vertical inte¬
gration structure.
The importance of the Independents'

role in the

international oil industry has put pressure on the majors'
power.

Consequently,

their power has weakened.

Further,

the Independents have given the oil exporting countries
an alternative to the majors.

A few years ago the big

seven's share of the foreign downstream operations has
slipped from 90 percent to 70 percent and is still
IQ

declining.

7

■^Burk, Gilbert, "The Boiling World of Oil," Fortune,
(February, 1965). p. 130.
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Figure 3

How Major's Dominance In Oil Is Slipping
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The National Oil Companies of The Oil Exporting
Countries.

Many oil exporting countries feel that it is

necessary to have their own national oil companies to
exercise the process of drilling, production and marketing
of crude oil.

Some of these countries,

Iraq, and Saudi Arabia,

such as Iran,

have established national state

companies to run the petroleum industries singly or in
participation with other petroleum companies in jointventure agreements.20
The national oil companies will give their prospec¬
tive countries greater power and control over the oil
industry's operations and gradually will lead to complete
independence from foreign oil companies.

The national

oil companies are designed to be vertically integrated
and to enter world markets as well as to operate in all
stages of the oil business.

At present,

their activities

are carried out in participation with the Independent oil
companies and the state-owned oil companies of the oil
importing countries.
The national oil companies of the oil importing coun¬
tries are government-owned, and they enjoy the support
of their governments in many respects.

The behavior of

these companies resembles that of the privately owned
companies.

Their objectives are to increase their opera¬

tions efficiency and to realize profits.

^Daghman, Ahmed, "The Organizational Structure of
The Libyan National Oil Company," The University of Libya,
Benghazi, 1969/1970, p. 1.
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To sum up, the national oil companies of the oil
exporting countries are growing and their operations
are extending to foreign markets in addition to their
domestic market.
The existence of such companies will provide the
producing countries v/ith more additional alternatives;
consequently,

their positions has been enhanced further

while on the other hand,

the position of the majors has

been weakened by these forces.
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CHAPTER IV
THE MAJOR AREAS OF CHANGE

The fundamental changes that have occurred in the
international oil industry have been caused by circum¬
stances already mentioned.

These factors have stimulated

structure changes in the practices of the oil business
and in international economic relations between the oilproducing and oil-importing countries.

Indeed,

there

is no aspect of the oil industry that has been untouched
directly or indirectly by these forces.

The oil industry

has entered into a new era in which the traditional
balance of power has shifted from the majors to the oil
exporting countries.

The structure of the industry has

changed both in form and magnitude.
manifested themselves in many areas.

The changes have
The oil concessions,

the supply demand aspects, and the pricing systems
represent only the major areas in which changes have
occurred.
The impact of change in these areas has undermined
the very structure of the industry and caused a decline
in the majors’ power over the industry.

Because of the

significance of these changes, they are worth discussion.
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SECTION ONE:

THE OIL EXPORTING COUNTRIES-MAJORS RELATIONS

It has been mentioned that the result of the changes
was the decline of the theoretical power of the majors
over the industry.

It has also been said that the inde¬

pendent oil companies and the national oil companies of
the oil exporting countries were instrumental in creating
these changes.
The majors find themselves in a dynamic environment
that once welcomed them and now is trying to get the
best out of them.

They are under constant pressure to

change their attitudes and philosophy if they are to
survive and grow.

Their monstrous economic pov/er is no

longer able to guarantee for them a mere stand in the
oil exporting countries.
Because the relations between the oil exporting
countries and the majors are defined by the oil concession,
the discussion will center around it.

The Oil Concession Contract.

The oil concession

gives an oil company the exclusive rights to search,
exploit, and export oil from a defined area in a speci¬
fic,country.

In return for these privileges, the oil

company undertakes to pay royalties, taxes and other
expenses that are specified in the oil concession.

The

oil concession describes in detail the procedure and
means of establishing relations between the oil company
and the country, which is represented usually by its govern¬
ment,

since oil resources belong to the state and not to
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the individual as is the case in the U. S.

Fundamental

changes have taken place in terms of the oil concession
and the privileges that it carries.

It is impossible

to understand the magnitude and scope of these changes
without having a brief historical view that shows the
evolution of this kind of agreement.
A Brief Historical View

_

The development of petroleum industry began
with the concession concept.
The petroleum con¬
cession of the Middle East, the first which was
granted to D'Arcy of Iran in 1901. . .as well
as all gas leases adopted in the U. S. during
the second half of the last century and the
jurisprudence that derived from them. . .gave
birth to rules
that govern in our day though
in a much developed form the relations between
states and operators.
A brief summary of
D’Arcy concession reveals that already in it
figured
the principal juridical matters
that were to be revised, developed, and adopted
subsequently to form the substances of the
petroleum laws, and agreements over time.
The
subjects it covered were granting of rights of
research, extraction, export and sale of petro¬
leum as well as of the exclusive rights of
constructing pipeline, determination of the
area of operations and the period of grant,
fixing the procedure of acquiring the lands
necessary for oil operation, management of
foreign nationals, payment of royalties,
granting of immunity, appointment of delegates
by the government to watch its interest in the
concessionaire company, guaranteeing govern¬
mental protection of the whole enterprise,
fixing the time limit to which operations
should be started, providing for revession to
installation used by the company, settlement
of dispute and other matters of lesser importance.
The traditional oil concession's terms were biased

in favor of the international oil companies.

By virtue

of the oil concession, the oil company has to pay royalties.
1

Rouhani, Fouad, A History of Q.P.E.C., Praeger
Publisher Inc., 1971, p. 40.

10?
These royalties are based on the price of crude oil
which was determined solely by the majors.

Originally

the oil companies were exempt from all taxes under their
concession agreement but paid to the government a
royalty of four golden shillings per ton of oil produced.2
The majors coordinated their operations by the famous
"As Is" agreement which gave them a monopoly over the
international oil industry in the world,
Soviet bloc and its satellites.

excluding the

This power helped them

to dictate their own terms and block the entrance of any
firms prospecting oil.

Also,

by virtue of this agreement,

they have eliminated competition among themselves for
the oil concession.

The Aramco oil concession is a case

in point.
Competition for concession in Saudi Arabia
was somewhat limited by the famous Red Line
Agreement of 1924, under which the participants
in Turkish Petroleum Company (subsequently the
Iraq Petroleum Company IPC) agreed not to act
independently, directly or indirectly in pro¬
duction of crude oil within the area which
include the Arabian Peninsula except for
Kuwait

.3

In addition to the political and economical forces
that have already been mentioned,

there are some signi¬

ficant factors that have led to changes in the oil concession
terms in the Middle Easts

2Penrose, Edith,
Oil and Other Essays.

The Growth of Firms, Middle East
Frank Cass & Co. Ltd., London, 1971» p. 287.

^Wells, A. Donald, "ARAMCO:
The Evolution of An Oil
Concession, "MlLfc«.sell R. Raymond et al,
Foreign Investment
In The Petroleum and Mineral Industry,
The Johns Hopkins
Press, 1971» P» 218.

1.

The discovery of oil in huge commercial
quantities, and the promise of massive
oil reserves.

2.

The growing world demand for oil and con¬
sequently, the increase in production
rates, transportation facilities, and
market-outlets.

3.

The rapidly increased demand for oil
led to an increase in oil prices level.

4.

The creation of the Organization of
Petroleum Exporting Countries (OPEC).

5.

The political and ideological reforms
that swept the region.

The 50/50 Profit-Sharing Formula.
factors,

however,

had.

The foregoing

their impacts on the existing

oil concession at that time; also,

these factors paved

the ways for fresh concepts that were first pioneered
by Aramco.

Aramco was the first international oil com¬

panies to practice the 50/50 formula.

This agreement

represented a radical change from the traditional conces
sion.

The reason for Aramco approach can be attributed

to:
U. S, law tax which provided a 2?.5 per¬
cent depletion on oil and gas wells and per¬
mitted companies to take allowance against U. S.
taxes.^ Because of the U. S. depletion allow¬
ances on oil resources, the taxes due by the
parents on behalf of the branch are, in almost
every case, less than those paid to foreign
governments.5 Mikdashi ° attributed the
4Ibid.
^Behrman, N. Jack, 'Taxation of Extractive Industry
In Latin American and Impacts on Foreign Investment,
Op. Cit., p. 78.
^Mikdashi,
Zuhayr Financial Analysis of The Middle
East Concession 1901-65.
Frederick A. Praeger Publisher
Inc., 1966, pp. 135“23§•
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pioneering of Aramco to 50/50 profit-sharing
agreement to the following reasons:
1.

Taxation Credit:
prior to 1950,
concessionaires payments to host
governments in the Middle East
were considered by the parent
countries of the oil companies
as deductible expenses from
income tax purposes.

2.

Since 1930, the prices of crude
oil had risen appreciably;lead¬
ing to higher company's profits.
Tax rates in the countries of
incorporation of oil companies
(U. K., U. S., France and
Netherland) had risen too, while
the fixed charge per ton at
"frozen gold prices" received by
host government of the Middle East
remained unchanged.

The 50/50 agreement did not come under pressure of
the oil exporting countries,

it came voluntarily from

the international oil companies.
The 50/50 method of splitting profits is
not unassailable.
It is the outcome of post¬
war changes in the market conditions of the oil
industry, and the relative bargaining positions
of companies and host governments.
Originally,
it was designed to enable concessionaires to
benefit from income tax credits in their parent
countries.7
The 50/50 profit-sharing agreement did not, as some
have suggested,
ernment,

lead to a kind of oil company-host gov¬

post relationship which would encourage both

partners to work for a joint-maximization solution,
the 50/50 arrangement provided a new framed-work for
o

bargaining.

?Ibid.. p.

145.

8Ibid.. p.

346.

for
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The international oil companies by presenting the
advanced 50/50 agreement to the oil exporting countries,
have enjoyed a relatively long period of peace.
latter time,

At a

the oil exporting countries have introduced

taxes on the profits realized by the international oil
companies in their prospective countries.
through OPEC,

Furthermore,

the international oil companies were forced

to "expense" royalties,

%

that is to treat the 12i

royalty they paid on crude oil as cost,

instead of as
o
a part of the tax on profit paid to the governments.

The 50/50 agreement lasted a relatively long time but it
was undermined by the 75/25 formula which was advanced
by the Independent oil companies.
The 75/25 Profit-Sharing Formula.

The Independent

oil companies were the active force behind this form of
profit-sharing formula which has undermined the tradi¬
tional 50/50 agreement.

There were political as well as

economical motives behind the Independents'
of the oil industry.

penetration

It is possible to identify the fol¬

lowing motives behind the 75/25 formulas
1.

ENI incentive to seek oil abroad has risen
due to the rapidly growing demand for oil
in energy-short Italy and the unwillingness
to see the import trade entirely in the
hand of foreign enterprise.

2.

The unusually high rate of return on invest¬
ment in the oil industry.

^Penrose, Edith, The Growth of Firms, Middle East
Oil and Other Essays, Ojd. Cit. , p. 287.
^Odell, R. Peter, An Economic Geography of Oil,
Frederick A. Praeger Inc., p. 38.

Ill
3. The political motives of some countries
to break monopoly of the industry.
France has traditionally taken
an independent position hoping to
break what the French see as AngloSaxon monopoly of oil giants. 1
The first concession in the Arab producing countries
for equity participation in violation of the 50/50 princi¬
ple was made by Japan in 1957 and 1958 in an agreement
■

f

signed with Saudi Arabia and Kuwait for off-shore rights
in the Neutral Zone.

12

The following were some points

from the Arab-Japanese Agreement:
1.

To form an integrated company to operate
an integrated entity, carrying production,
refining, transportation, and marketing.

2.

Payments:
Payments composed of rents,
royalties, and taxes not less then 56%
of the company's net income to Saudi
Arabia and 57% to Kuwait.

3.

Personnel:
strong representation of the
host-government on the company's board
and management.

4.

Refining obligation:
provide for con¬
struction of refining when production has
reached certain levels.
Much further for
Kuwait the establishment of a research
institute in Kuwait.

5.

Diplomatic non-interference in case of
dispute.

6.

Time limit and relinquishment:
concession
is provided for a term of forty years and

11

Kolbenschlag, Michael, "Oil Crisis Spur Common
Fuel Policy," Eurooean Community. (No. 4, April 1971)•

Oil,

■^Penrose, Edith, "The Growth of Firms, Middle East
and Other Essays," Op.. Cit., p. 284.
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a gradual relinquishment of unexploited
areas as stated in law.^3
The majors were extremely reluctant to adopt an
agreement that provides ownership of production facili¬
ties to the oil exporting countries’ governments in their
prospective countries, but the threat of nationalization
lately has forced them to accept a gradual relinquishment
of their ownership of production facilities over time
and at price-agreed upon.

Their future share of produc¬

tion facilities ownership will be fixed at 49 percent
instead of the previous 100 percent.

■^Lenczowski, George,
Oil and State In The Middle
East,
Cornell University Press, I960,' pp. 82-83.
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SECTION TWO*

THE DEMAND & SUPPLY ASPECTS

The demand-supply aspects have been affected by
various factorsj

some of them came from the interaction

of demand and supply forces,
from political,
Historically,

but most of the changes came

social, and environmental forces,

the majors, by virtue of their monopoly

over the industry have succeeded in maintaining equilibrium
between supply and demand.

It was foreseen that maintenance

of equilibrium is very crucial for the stabilization of
crude oil prides.

The equilibrium of demand and supply

of oil was not the product of the interaction between
demand and supply forces in the marketplace but purely
an administrative result.

The Demand.

Before discussing demand it is essential

to know the characteristics of the commodity under study.
Oil is a unique product with heterogeneous qualities
and mixture.

Oil also has acquired a strategic impor¬

tance as an essential source of energy.

These charac¬

teristics make it unsusceptible to the laws of demand
and supply.

Nevertheless,

the demand for oil derives

from the anticipated demand for the final oil products.
Consequently,

the demand for crude oil will be affected

by the demand for finished products.

Some people agree

that oil is a unique commodity that does not respond
properly to the laws of supply and demand,
argue for an authority to control it.

thus they

114

A considerable body of economic thought,
some of it rooting in state houses and influ¬
ential international organizations, hold petro¬
leum to bea unique commodity that cannot be left
to vulgar huggling in the market.
Oil, like
money, writes a British economist Paul Frankel,
will not manage itself, but must be managed from
high.14
The demand for oil is affected by economical as
well as political factors.

The political interference

of the oil exporting countries have influenced very
much the supply aspects?

the demand aspects are influenced

by factors that are beyond the influence of oil exporting
countries.

The demand aspects emerge from domestic

considerations of the oil importing countries such as*
1.

Population.
The growth in population is
likely to create additional demand for
services and products which cannot be met
without the expansion in energy utilization.

2.

The Level of Economic Activities.
This is
a major factor in stimulating demand for
oil.
The highly developed countries in
Western Europe and the U. S. have a high
rate of economic progress, and consume
more energy than a stagnant or developing
economies.
There is apparently a relation¬
ship between the level of economic growth
and the demand for energy.

3.

The Climate.
This is also somewhat impor¬
tant factor, for some areas of the world,
are located in cold regions; therefore,
they need to burn oil to heat their house¬
holds.
Historically, heating in Western
Europe was obtained from coal, but the
growing panic over environmental pollution
is a major element in restricting the use
of coal in some areas.

4. The Efficiency of The Energy Resources.
The efficiency of an energy source depends
14
Burk, Gilbert, "The Boiling World of Oil," Fortune.
(February 1965), p. 127.

on its characteristics.
Energy comprises
a portion of the costs of production;
hence, an efficient source is likely to
reduce costs.
Oil is prdved to be more
efficient than coal; consequently, it is
widely accepted and used.
5.

The Technological Innovations.
The tech¬
nological innovations that emerged have
created rapid demand for oil and oil pro¬
ducts.
The design of the internal combus¬
tion engine was a case in point.
The
technological innovations have the effects
of creating additional uses and applications
for oil.

6.

The Income Level.
The demand for oil is
closely associated with income levels as
the higher the gross national income of a
country, the higher is its demand for energy.
Western Europe and the U. S. are cases in
point.

7.

Prices and Costs.
In relation to other
sources of energy, oil is relatively cheaper
to use for energy.
When comparing prices
per unit of heat content, it becomes clear
that fuel oil is competitive with indi¬
genous or imported coal in the greater
part of OECD Europe.^5

8.

The Interchangeability of Energy Resources.
There is an affinity between certain
resources and certain uses, between petro¬
leum products and transportation by air,
highway, and water.

The foregoing factors have created different patterns
of demand for oil,

at different times, and at different

geographical locations.

The demand

for oil vary geo¬

graphically as well as historically.

The changes that

have taken place in the world such as industralization
have created incessant demand for oil.
■^Organization For Economic Cooperation and Development,
'’Energy Policy," (Paris 1966), p.
-^Guyol, B. Nathaniel,
Energy In The Prospective Of
Geography.~ Prentice-Hall Inc., Englewood, Cliff, New
Jersey, 1971. p. 162.
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The Future Demand for Oil.

The demand for oil is

likely to increase in the foreseeable future for the
following reasons:
1.

The maint enance of economic growth requires
more consumption of energy, consequently,
oil will be responsible for providing a
large share of energy requirements in most
developed countries.
The economic develop¬
ment in the less developed countries is
likely to create or maintain the present
level of demand for oil.

2.

The dwindling oil resources of some countries
that were self-sufficient and now they are
becoming gradually dependent on foreign oil
shipments.
The United States is an expe¬
dient example of these countries.
"No sizeable domestic oil-production
increase is forecast until Alaskan oil from
the North slope reaches the market--1977
at the earliest.
And this volume of 2
million bid will do little more than com¬
pensate for declining output in the lower
48 states by 1980."I?
"The United States had expected to
increase its import by 1985 to"60 per cent
of its total needs."lo

3.

The expansion of the policies of stockpiling
in Western Europe and Japan, and perhaps at
a latter time, in the U. S. are likely to
stimulate demand for oil.

4.

The modernization and urbanization trends
in the world are also factors in stimulat¬
ing demand for oil.

5.

The entrance of new countries into the oil
markets, particularly, Eastern Europe.
The
Soviet attitudes culminated in 1965 and 1966
in definite announcements to Eastern Europe
as a way of expanding their fuel supplies.1^

However,

the dominant share of oil in the energy

markets is not unchallengeable.
^?The Oil and Gas Journal,

Odell^O cites two factors
(April 2,

1973)» P* ^6.

18“Arabian Nightmare For the Economy," The Economist,
(November 24, 1973J* P* 54.
19Campbell, W. Robert, The Economics of Soviet Union
Oil and Gas, The Johns Hopkins Press, Baltimore, Maryland,
1968, p.1248.
20odell, P. Peter,
Op. Git., p. 69.

"An Economic Geography of Oil,

tt

11?

that may limit the demand for oil.

These factors are:

a.

The ability of oil to compete with other
sources of primary energy} coal, natural
gas, hydrcfelectricity, and nuclear power.

b.

The degree of economic development that
has been attained.

It is possible to add an additional factor,

inti¬

mated in a possible potential breakthrough in technology
which could develop a new cheap source of energy.

*
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Figure 4

DEMAND FOR PETROLEUM IN THE FREE WORLD
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(Adopted from:
The Chase Manhattan Bank:
Future
Growth of the World & Petroleum Industry. N. Y., 1958,
p. 22.
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The Supply*

The supply of oil and its geographical

distribution has changed over time and for a number of
reasons,

such asi

1.

The major oil supply/areas
in the early
stages of oil development were located in
North and South America, and later, they
were extended to the Middle East and North
Africa.
More minor sources of oil have
been discovered throughout the world, but
the major world sources of oil still lay
in the Middle East and North Africa.

2.

The expansion of production in the oil
exporting countries to meet the rapidly
growing world demand.
The increased „
demand for oil and oil products led to
more increases of oil.

3*

The entrance of independent oil companies
and the national oil companies into the
oil importing countries and their success
in finding oil will add more to the exist¬
ing supplies of oil.

4.

The changes in concession terms and the
awarding of new oil concession to new¬
comers adds more to the existing oil
supplies.

5.

The technological developments inside the
oil industry help to increase the produc¬
tivity of the industry by producing more
at lower cost.
The recovery methods are
examples of the technological changes.

6.

The expansion in off-shore activities
also is likely to add more to the world's
oil supplies.

The Future Supply of Oil.

The excess supply of oil

over the potential demand was a source of conflict between
the oil exporting countries and the majors.

In fact,

it

was the main reason for the rising of the Organization of
Petroleum Exporting Countries (OPEC).

The excessive sup¬

plies of oil put pressure on oil prices;

thus they took
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a downward trend, and as oil’s revenue is based on oil
prices,

the oil exporting countries'

At a later stage,

revenue will decline.

the oil exporting countries have

acknowledged the need to maintain an equilibrium between
supply and demand, therefore,

a proposal was initiated

by Venezuela calling for a production program in an effort
to maintain crude-oil prices by fixing production levels.
The implication of this program is to achieve an admini¬
strative equilibrium by the joint efforts of the OPEC
members,

rather than leaving it to the demand/supply forces.

The crucial importance of the program has been acknowledged
by the members but it lacks the commitment of some members.
The tight world oil supplies may be due partially to this
program.
Supplies of oil are affected by a host of variables,
but the political aspects are of considerable importance
in influencing oil supplies.

The Chase Manhattan Bank21

gives the following factors which may limit oil supplies
in the future:
1.

The facilities for production and bring¬
ing the oil to markets.

2.

The uncertainty of political and economical
conditions in the areas which possess s
major portion of the world's proved
reserves /Middle East and North Africa/^.

3»

The practical economies of increasing
production in some area.

It is possible to add a fourth dimension:

^1The Chase Manhattan Bank, "Future Growth of The
World Petroleum Industry," N. Y. , 1958, p. 46.

4.

The OPEC power over the industry and its
actions to limit production levels of its
members.
Also, the individual policies
of some countries such as fixing a produc¬
tion ceiling and conservation programs;
this policy is being applied by major oil
producers such as Libya and Kuwait.

The first factor however,

can be illustrated by the

current shortage of oil supplies in the U.

S. market.

The existing refining capacity is limited to cope with
the growing domestic demand for oil products.

The

shortage of oil-tankers was a major factor in curtailing
oil supplies to some countries.
The political instability and the Arab-Israeli con¬
flict have created a constant threat to Western Europe
oil supplies.

The importance of the Arab oil can be

appreciated when it is measured against other oil sources;
the Arab countries control a major share of the world's
oil production and reserves.

Thus, any actions or policies

aiming at undermining the Arab sensitivity are likely
to create reprisals in terms of joint embargoes on oil
supplies.
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Figure 5

PETROLEUM PRODUCTION IN THE FREE WORLD
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Future
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P. 38.

123
SECTION THREE:

THE PRICING SYSTEMS

The area of pricing has been touched by the struc¬
ture changes in the international oil industry.
fact,

In

the area is still a major source of conflict

between the international oil companies and the oil
exporting countries.
The dispute over prices to be used for
calculating tax liability is only partly con¬
cerned with the division of the net profits
between producing countries, acting indivi¬
dually and in concert, as members of OPEC
have sought to establish optimum floor prices
which may be referred to as posted-price with
allowance discounted at a level when total
production is maximized. 2
However,

the importance of oil prices to the oil

exporting countries can be attributed to the following
reasons:
1.

The revenue of the oil exporting countries
is based on the selling prices of crude-oil,
royalty and taxes on profits.
Therefore,
any slight change in crude-oil prices is
enough to cause a great disturbance in
the country's revenue.
It has been said
before that crude-oil prices were decided
in a very arbitrary manner by the majors;
this power allegedly has been abused and
used to maintain lower prices.

2.

The prices of crude-oil have recently
acquired a political significance in some
oil exporting countries.
Gaining high
prices is used to increase a government's
popularity.

Historically, the large international oil companies
have promoted different pricing systems,

changing them

22G. Polony, "Taxation Of Profits From Middle East
Oil Production, Implication from Oil Prices and Taxation
Policy," Economic Journal, Vol. ?6, (December I960), pp.
70-85.
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in response to the changes in the oil environment.

The fol¬

lowing pricing systems have emerged in the international oil
industry over time*
1.

The early pricing system was quite simple as
there were no taxes or other expenses that had
to be paid to the oil exporting countries.
The majors used to pay four golden shillings
in return for a ton of crude oil produced.

2.

"The international oil companies set basingpoint system.
A basing-point system is in
essence a system in which all sellers, no mat¬
ter where located, calculate delivered prices
by taking generally accented f.o.b. prices at
one or more specified locations (basing points’)
and adding standardized freight charges (not
actual freight payments) from the 'basing points'
to place to which the commodity is shipped,
regardless of the actual origin of the commodity." ^

3.

At a later stage, the "basing-point"'system
eroded and the posted-price system introduced.
The concept of posted price was first developed
in the U. S. industry.
It simply means that
any refiner or agent wanting crude oil, posts
a price at which he is willing to buy oil from
a specified field from operations in that field,
which may number dozens. 4

The posted-price has been adopted and used in pricing
the Middle East oil.

The imposition of the posted-price by

the majors in pricing Middle East's oil was intended to give
psychological satisfaction to the governments of the producing
countries.
To offer to sell to buyers, generally was
intended to provide an assurance to the governments
of producing countries that oil being exported at
publicly posted prices to affiliated companies was
not being undervalued.
It was intended that posted-prices plus
appropriate long-term rights would
2^Penrose, Edith, The Large International ‘Firms In
Underdeveloped Countries. 'The International Oil Companies,'
George Allen and Unwin Ltd., London, 1968, p. 89.
2^World Petroleum.

(New York, November,

1961), p. 47.
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provide the basis on which oil would be imported
into consuming area, ^
The adoption of the posted-price system by the inter¬
national oil companies was foreseen to serve the interests
of the majors.

Leeman^0 gives two reasons for this:

A.

The U, S. companies may have been interested
in protecting their investment and interests
in U. S. production.

B.

Acting as oligopolists, serious price cut¬
ting by companies producing in the Middle
East and Venezuela might push the United
States out of the World export markets and
even capture some U. S. markets from
domestic producers.

The implications of the posted-price system for
crude oil and oil products were that a buyer anywhere in
the world had to buy at the U.
from the U.

Gulf prices plus freight

S. Gulf (F.O.B. plus transportation costs),

even though the oil actually was delivered from a near¬
by field.
The system worked for a while but later it became
the subject of attack by the oil exporting countries.
Frequently, host governments have insisted
that posted-prices and reference price /in case
of Venezuela/ be used in valuing exports which
are substantially higher than the prices actually
realized in export sales.
This has been a
source of conflicts between the host governments
and petroleum companies in most oil exporting
countries.2'
^Shell International Petroleum Go., Ltd., "Current
International Oil Pricing Problems," (August 1967), p. 6.
o f.

Leeman, A. Wayne, The Price of Middle East Oil:
Ah EfesaV in Political Economy. Cornell University Press,
1962, pp. 90-91.
^Behrman, N. Jack, "Taxation of Extractive Industry
in Latin America and Impacts on Foreign Investment," Op.
Cit., p. 69.
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In the 1950's the substantial differences between
the posted-price and realized prices was not foreseen;
moreover,

to have income taxes on realized prices would

have meant that the company would have to disclose actual
prices received to the governments of the producing
countries.
However,

the system of posted-price worked well

until world oil prices came under pressure following the
opening of the Suez Canal after the Suez crisis of 1956
and the imposition of a petroleum import quota by the U.
government.

In addition,

S.

prices came under pressure from

the open market sales by large numbers of independent com¬
panies that developed reserves and produced oil greatly
in excess of their capacity to distribute the oil to their
own refining and distribution affiliate in the United
States and elsewhere.

29

The excess oil supplies put pressure on oil prices
because the increase in supply had not been offset by
increases in sale; consequently,
As a result of that,

the oil-prices fell.

dramatic confrontations have emerged

between the majors and the individual oil exporting coun¬
tries; the majors' action to lower crude oil prices was
the seed for the creation of the Organization Of Petroleum
Exporting Countries (OPEC), which was established mainly
to keep crude-oil prices from deteriorating.

At the

first conference of OPEC in Baghdad in September i960,
the representative of the large producing countries
^Wells, A. Donald, "ARAMCO*
The Evolution of An
Oil Concession," Op. Cit., pc. 220-221.
29lbid.

12?
(Iran, Kuwait,

Saudi Arabia, and Venezuela) adopted the

following resolutions:
1.

That members can no longer remain indif¬
ferent to attitudes heretofore adopted by
the oil companies in effect in price
modification.

2.

That members shall demand that oil companies
maintain their prices steadily and free
from unnecessary fluctuations.

3.

That members shall endeavor, by all means
available to them, to restore present
prices to the levels prevailing before
the reduction. . . .

4.

That members shall study and formulate a
system to ensure the stabilization of
prices by, among other means, the regula¬
tion of production.30

Furthermore,
1967,

in the Fourteen Conference of November

some OPEC's members (notably Venezuela) advocated

a prorationing program in an effort to maintain crudeoil prices.
Probably OPEC would resort to a proration¬
ing policy only in the event of severe erosion
of crude oil prices.
This has been hinted by
The Saudi Arabis Minister of Petroleum.31
Some oil countries are reluctant to go with the pro¬
rationing program which is advocated by Venezuela,

because

the proposal implies the use of production quotas and,
consequently,
revenues.

it will limit the oil exporting countries'

Saudi Arabia, which has the largest proved

reserve and production,

has rejected Venezuela's proposal,

but it indicates that "If prices should fall to the
30

OPEC, Resolution Of The First Conference,
10-14 September, i960).
31 RoCihani Fouad,

(Baghdad

"A History Of O.P.E.C.," Op. Cit.,

p. 215.
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extent where tax levels are threatened,
which for various reasons,
of production.

.

then Saudi Arabia,

is opposed to the prorationing

. will become a prime supporter of

such movements."^
The existing price-system today is based on F.O.B.
Persian Gulf or Mediterranean Ports plus freight cost.
The price system has been altered lately to take into
consideration the fluctuation in the international cur¬
rencies.

The crude-oil adjustment gives prices a chance

to take upward trends.
Adelman^

The U. S. according to Professor

has a vested interest in high crude oil prices

for the following reasons:
1.

American companies have a large producing
interest ih'the world market in 1971 \ American
companies produced about 6.5 billion
barrels outside the U. S. for every cent
of increase in price about that in tax,
there is an additional $65 million in
profit.

2.

The higher energy costs will be imposed on
competitors in the world markets, in petro¬
chemicals, higher raw material costs as
well.

3*

The U. S. has a large domestic oil pro¬
ducing industry.
The less the difference
between domestic and world prices, the
less tension between producing and con¬
suming region.

The high crude-oil prices are in the interest of
the international oil companies because they will be
able to make additional profits and at the same time
32

Supplement To Middle East Economic Survey,
June 27, 1968), p. 8.

(Beirut,

^Adelman, M. A., "How Real In The Jorld Oil Shortage,"
Jail Street Journal. (February, 9» 1973)» P* 10.
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discourage new comers to the international oil industry
by distorting the costs of entrance.
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CHAPTER V
VIEWS OF THE FUTURE

The mutual interests of both the producing oil
countries and the international oil companies call for
harmonization of their conflicts and differences if
stable relations are to be achieved.

Indeed, the inter¬

dependence of their relations require both parties to
be flexible and accommodating to changes in the environ¬
ment.

It has been said that the environment of the inter

national oil industry comprises a large number of active
forces that are constantly changing all aspects of life.
To insure against undesirable consequences, a
joint-maximization solution is needed to guard against
undesirable confrontation.

Admittedly,

this solution

is very difficult to achieve without mutual understanding
trust,

and cooperation.

The emergence of conflicts in the oil industry seems
to be natural regardless of who is playing the game—
whether a local or foreign oil company--because the
causes that lead to a conflict to rise are inherent in
the industry’s operations.

Therefore,

harmonization of

differences is essential for the healthy survival and
growth of the mutually beneficial relations of the con¬
cerned parties.
It should be admitted that oil has become a tick¬
lish,

prime international issue fraught with complex

I3l>
problems.

Further,

it is made highly explosive by

political uncertainties,

economic fears, and conflict of

national policies and aspirations.
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SECTION ONE:

The economic,

RECONCILING DIFFERENCES

social and political changes in the

oil exporting countries have a dynamic logic; conse¬
quently,

they require instantaneous responses from the

international oil companies.

It has been said that in

most phases of the oil industry,

there are ingredients

of conflicts available to enhance differences and minimize
similarities.

Actually, what has delayed the emergence

of conflicts in the past was the wide-spread ignorance
that prevailed in the oil exporting countries.
Admitting the fact that destructive conflicts are
undesirable, therefore, a constructive way should be
established to guard the interests of the concerned
parties and promote beneficial coexistence.

Solving

conflicts requires that first they should be identified
and their nature be explained;

thus,

it is necessary to

discuss briefly the nature of conflicts in the oil industry.

The Nature Of Conflicts In The Oil Industry

Conflicts are characteristic of our time.

I wish

to focus on a particular kind of conflict; that is the
conflict between the international oil companies, which
had considerable authority and power to make decisions
and relatively high control over the crude oil resources
and market-outlets, and the oil exporting countries,
which have little decision-making authority and little
control over the means of influence.

Conflicts,

however,
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started to emerge and take strong courses as a result
of the increasing demand for more power and prosperity
in the oil exporting countries.
It is obvious that the majors were satisfied with
their roles and the outcome of their policies.

Conse¬

quently, they have developed both a vested interest in
preserving the existing oil concession agreements and
appropriate rationales to justify their position.

When

the oil exporting countries started to show a willingness
to exercise their power,

the majors expressed a consider¬

able amount of resistance to the necessity of accepting
changes; also, they have shown a strong tendency to pre¬
serve the status quo in the oil industry in particular,
and in the oil exporting countries in general.

Their

approach is characterized by its rigidity and inability
to accommodate to changes that are taking place in the
dynamic environment of the industry.
Conflicts in the international oil industry reflect
as well as highlight the differences in interests and
aspirations of the concerned parties.
It is my opinion that the existing conflicts between
the Arab World and the majors are symptomatic of under¬
lying conflicts between the Arab World and Western Europe.
Unfortunately, many efforts are being exercised to deal
with the manifest conflicts, and there is a tendency to
ignore their roots which lie deep in the past.
tion,

In addi¬

efforts to isolate the manifest conflicts from

13^
those underlying ones--most often the case--have resulted
in reaching temporary solutions.

To deal with the mani¬

fest conflicts is necessary but not sufficient to remove
the causes of conflicts.
It is my belief that conflicts in the international
oil industry are growing rapidly in magnitude and scope,
and this is due to the interconnection of issues that
are invloved in a conflict.

The complexities of conflicts

necessitate that the oil importing countries in Western
Europe should take an active role in enhancing mutual
understanding,

exercising efforts to minimize differences

and promoting goodwill.

Awareness of the underlying

conflicts that exist between the West and the Arab
World is likely to pave the way for better relations and
cooperation.

Awareness of the underlying conflicts is

likely to increase awareness of similarities rather than
differences.

In a situation where mutual benefits can

be gained for the concerned parties, conflicts can be
the medium through which problems can be aired and solu¬
tions arrived at.
It should be acknowledged that cooperation alone
does not insure that a conflict-solving process will be
successful.

Flexibility, mutual understanding, and good¬

will are supporting factors to a constructive approach
in dealing with arising conflicts.
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Why Are Conflicts Unavoidable?
question,

To answer this

it seems logical to define the objectives of

the two parties involved in the conflicts,
exporting countries and the majors.

the oil

The major objectives

of the oil exporting countries are to maximize their
benefits from their valuable asset (oil), and to achieve
control over the industry operations in their

r'espec-

tive countries with the aim to integrate the oil industry
with the national economies.

On the other hand, the

international oil companies' objectives are to maximize
their corporate profits and assure access to oil resources
in the oil producing countries.

The two objectives

carry with them the ingredients of conflict:

it is very

difficult to achieve maximization in both cases at the
same time without some kind of a compromise.

Also,

the

means conceived by each party to achieve his objective
vary greatly and they may be in conflict with each
other.

Consequently, conflicts are likely to emerge,

but what is needed,

is a constructive approach as to how

to handle them in a very productive way.

The settlement

of conflicts requires compromise between the two parties,
because neither party can achieve his objective without
the help of the other party.
for mutual survival.

Therefore, logic calls

The bargaining process may seem to

be the vehicle by which the two parties can iron out
their differences,

but it should be acknowledged that

the bargaining process is not a magic tool for solving

13$
conflicts; rather,
able levels.

it minimizes differences to an accept¬

For the bargaining process to succeed,

there must be a common ground for understanding,

flexi¬

bility, and sincere willingness to work together.
It should be known that cooperation alone does not
guarantee that the conflict-solving process will be
successful,

and further,

conflicts are unavoidable even

in a cooperative context.
The Traditional Areas of Conflicts.

There are

many areas in which conflicts have emerged between the
oil exporting countries and the international oil com¬
panies.

The following however, are the major areas of

conflict t
1.

The Division of Total Profits From Production
This has been a major source of conflict.

It has

been said that the objective of the oil exporting coun¬
tries is to maximize their oil revenue, and this cannot
be achieved without the help of the majors.

Thus,

the

majors are likely to be the targets for pressure to increase
their payments to the oil producing countries.

Of course,

the majors will eventually show a resistance to this
demand, and hence enter into a bargaining process.

2.

The Level of Production
This was a major concern for the majors because

any increase in oil production not in response to demand
is likely to put pressure on oil prices; thus,

the majors

have coordinated their efforts to maintain an artificial
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balance between supply and demand of oil.
hand,

On the other

the oil exporting countries want to increase their

production with the aim of increasing their oil's reve¬
nue to finance their economic development projects.

The

policy of the majors has been to shift production from
one country to another in response to changes in market
conditions?

these actions have generated conflicts

because the outcome of such a policy is likely to affect
the country's oil revenue.

3.

The Crude Oil Prices
The pricing of crude oil has been a major area of

conflict because the fluctuation of prices has a drastic
effect on the oil revenues of the producing countries.

4.

The Ownership and Control Issues
These areas are relatively new sources of conflict.

In fact, they have emerged lately as the oil exporting
countries have become interested in having control over
the operations of the international oil companies in
particular and the foreign enterprises in general.
objective,

however,

The

is to integrate the oil industry

within the national economies of the producing nations.
The demand is met with resistance from the oil companies
because this will limit their freedom in the management
of the industry.

Despite the emergence of conflicts and confronta¬
tions, both parties have joint-interests in:
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1.

Stabilization of Crude Oil Prices.
Both
parties are interested in the maintenance
of oil prices; for the oil exporting coun¬
tries, it helps to insure certain levels
of revenues that can be used for long-term
economic planning; for the international
oil companies, it helps to arrange for
long-term contracts supplies; also, for
planning for future investment in the oil
industry to meet the expected growth in
world's oil demand.
This, however, is
shown by the signing of the Teheran and
Tripoli Agreements.

2.

Maximization Of Profits.
Both parties
are interested in maximizing their profits
from the operations of the oil industry.
In addition, a joint-maximization solution
is sought.

3.

Coinciding Interests.
Both parties are
interested in the stabilization of the
industry structure.
The oil exporting
countries want the majors to dispose of
their oil in the international oil markets;
at the same time, the majors want oil for
their refineries and access to oil resources
which lie in the oil producing nations.
Thus, the mutual needs of the two parties
call for building alliances rather than
confrontations•

The Needs For Reconciling Differences.

It has been

said that conflicts are unavoidable in the operations of
the oil industry,

and it seems that the industry is facing

a complex problem that involves political uncertainties,
conflicts of national policies and aspirations.
tantly,

Impor¬

there is no indications that the major areas of

conflict are going to disappear; consequently, a new
approach is needed to turn conflicts away from destructive
directions which are not in the best interests of the
two parties,

to ones which are productive.

The interde¬

pendence of their interests calls for the two parties to
work together rather than against each other's interests.
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The resistance of the international oil companies
to the oil exporting countries' legitimate demands is
likely to push the producing nations to take drastic
measures that are not in the interests of the two parties
in the short-run.

In fact, nationalization—to a large

degree—can minimize conflicts because it will eliminate
one party;

in this case,

the international oil companies.

Therefore,

efforts must be extended to find a fresh con¬

structive approach that is acceptable to both parties as
a base for stable relations.
The process of establishing a stable,

sound basis of

doing business that will benefit both the oil exporting
countries and the international oil companies requires
more effort from the two parties.

Also,

the highly

developed countries should promote joint-economic develop¬
ments with the oil exporting countries in order to diver¬
sify their single product economies.

SECTION TWOi

MAJOR FUTURE TRENDS AND THEIR SIGNIFICANCE

It is a rather difficult task to predict what will
happen in the international oil industry because of the
dynamic nature of the industry.

Nevertheless,

the march

of events gives clues to what may take place in the fore
seeable future.

It is possible in the light of what has

been discussed so far to recognize the following trends:
1.

Oil is likely to maintain its vital role
as the prime source of energy for the
foreseeable future; also, in providing
the highly developed countries with bases
for maintaining and advancing their econo¬
mic growth.

2.

The large international oil companies'
power over the industry is likely to con¬
tinue its decline.
The vacuum created by
the gradual decline of power will be filled
by the national oil companies and the
Independent oil companies.

3*

The oil exporting countries will assume
greater responsibility in running their
domestic oil industries; consequently, the
governments of these countries will increase
their role in the domestic as well as
foreign oil markets.

4.

The future changes in the industry will
eliminate the traditional relations between
the oil exporting countries and the large
international oil companies.
The oil con¬
cession will be replaced by the oil service
contract.
This requires however, that a
new legal pattern will have to emerge to
organize the relationship between the oil
exporting countries and the international
oil companies.
The oil service contract
is likely to provide a better framework
for the oil exporting countries.

5.

None of the oil exporting countries will
appear to regard the ownership of crude oil
resources by the international oil companies
as legitimate.
Hence, the large inter¬
national oil companies are likely to be
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forced to relinquish major parts of their
ownership in oil production facilities at
agreed-upon prices.
6.

The strategic importance of oil is likely
to force the oil importing countries to
interfere directly in assuming an active
role in securing their oil supplies.
Consequently, it is likely that there
will be a change in the foregin policies
of some importing countries toward the
Arab World.
Also, some of the oil import¬
ing countries will seek joint-venture
agreements with the oil exporting countries
to promote economic development.

7.

Nationalization of some international oil
companies is likely to occur in some oil
exporting countries.
This v/ill force a
change in the traditional role of the
international oil companies.

8.

Oil will acquire further political signi¬
ficance, and may be used as a political
weapon of change on the international
scene.

9.

The Organization of Petroleum Exporting
Countries (OPEC) is likely to assume a
bigger responsibility over the international
oil industry; also, it is likely that new
members will join OPEC.
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